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TAX TREATMENT OF EARNINGS OF COOPERATIVES 


MONDAY, FEBRUARY 1, 1960 


House oF REPRESENTATIVES, 
ComMMITTEE ON WAYS AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to notice, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuarrman. The committee will please be in order. 

This morning we begin hearings on the subject matter of the taxa- 
tion of cooperative earnings, and our first witness is the Assistant to 
the Secretary of the Treasury, Mr. Jay W. Glasmann. 

Before we hear Mr. Glasmann, I would like to insert at this point, 
without objection, the press release dated January 14, 1960, an- 
nouncing the holding of hearings on this subject, and H.R. 7875. 


[Press release, Jan. 14, 1960, Committee on Ways and Means, U.S. House 
of Representatives, 1102 New House Office Building] 


Hon. Wiitsur D. Mitts, Democrat, OF ARKANSAS, CHAIRMAN, COMMITTEE ON 
Ways AND MEANS, HOUSE OF REPRESENTATIVES, ANNOUNCES PUBLIC HEARINGS 
To Brecin Fesruary 1, 1960, ON THE SUBJECT OF TAXATION OF COOPERATIVES 


Chairman Wilbur D. Mills, Democrat, of Arkansas, Committee on Ways and 
Means, House of Representatives, today announced that the Committee on Ways 
and Means will conduct not to exceed 5 days of public hearings beginning Mon- 
day, February 1, 1960, on the subject of the tax treatment of cooperatives. 

It will be recalled that on August 6, 1959, the chairman stated that the com- 
mittee had met on the proposal of the Treasury Department for the taxation 
of patronage dividends of cooperatives which was submitted earlier in the year, 
and that the committee concluded that the issues with respect to the taxation 
of cooperatives could not be resolved without obtaining the comments of the 
interested persons in public hearings. At that time, the chairman stated that 
the committee had agreed that hearings would be held early in the second 
session. 

It will also be recalled that on February 4, 1959, the chairman released to 
the public the Treasury Department’s proposed draft, along with the Depart- 
ment’s explanation of the purpose of the legislation. This proposal is now 
embodied in H.R. 7875, introduced by Mr. Simpson of Pennsylvania. There are 
several other bills pending before the committee relating to the taxation of 
cooperatives. 

The chairman emphasized that the hearings will be on the overall subject 
of taxation of cooperatives and will not be limited to any particular proposal 
or area, although he expects that there will be considerable reference to the 
Treasury Department’s proposal. He also expressed the strong hope that wit- 
nesses in their oral presentation to the committee would concentrate primarily 
on the tax policy, legal, administrative, and technical aspects of this subject, 
and of any proposed solutions they may recommend to the committee. 

Representatives of the Treasury, Commerce, and Agriculture Departments 
will be invited as the first witnesses at these hearings. 

1 
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It is essential that persons who may be interested in appearing and testifying 
should submit their request to Mr. Leo H. Irwin, chief counsel, Committee on 
Ways and Means, 1102 New House Office Building, Washington, D.C., as soon as 
possible and in any event not later than Tuesday, January 26, 1960. 

The chairman emvhasized that the Committee on Wevys and Means all too 
often receives repetitious testimony on subjects being heard by the committee. 
It will be necessary that all persons and g.oups Wilh silmuiiur mcerests ues.guate 
one spokesman to represent them in view of the limited time for these hearings. 
The committee much prefers that the interested groups do this rather than place 
the burden on the staff and the committee. The total time allotted for the 
hearing will be divided evenly between the two sides of this question and the 
time allotted each witness within this time will be determined by the number 
of witnesses requesting to be heard. This means that it will not be possible 
to schedule a witness who does not file a timely request by January 26. 

IMPORTANT.—It is essential that all persons requesting to appear and testify 
indicate— 

(1) the general tenor of their testimony : 
(2) the amount of time required for their direct testimony; and 
(3) the name of the witness who will present the oral testimony for the 
organizations, groups, or persons with similar interests and a listing of 
groups, etc., represented— 
in order for the staff to allot time and to properly arrange a schedule of wit- 
nesses for the hearings. 

All persons who desire to do so may submit a written statement in lieu of a 
personal appearance. Such statements will be considered by the committee and 
also printed in the record of the hearings. It is requested that persons who 
submit such statements in lieu of a personal appearance do so not later than 
Friday, February 5, 1960. A minimum of three copies of such statements should 
be submitted. 

In accordance with the rules of the committee, persons who are scheduled to 
be heard are requested to submit 60 copies of their prepared statement to the 
chief counsel 24 hours in advance of their scheduled appearance. If a witness 
desires to also make available copies of his statement to the press and interested 


public, at least an additional 50 copies should be submitted for this purpose by 
the date of his appearance. 

Persons who submit a written statement for the record in lieu of an appear- 
ance may also provide additional copies of such statement if they desire it to 
be made available to the press and the public. 


(H.R. 7875, 86th Cong., 1st sess.] 


A BILL To assure that income allocated as patronage dividends by cooperatives is taxed 
either to the cooperative or the patron 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) chapter 1 of the Internal Revenue 
Code of 1954 is amended by adding at the end thereof the following new sub- 
chapter: 


“Subchapter T—Tax Treatment of Patronage Allocations 


“See. 1391. Cooperative’s Treatment of Patronage Allocations. 
“See. 1392. Patron’s Treatment of Patronage Allocations. 


“SEC. 1391. COOPERATIVE’S TREATMENT OF PATRONAGE ALLOCATIONS. 


“(a) INCLUSION IN Gross INCoME.—Amounts allocated by any cooperative to 
patrons with respect to income derived from patronage on the basis of the busi- 
ness done with or for such patrons shall be includible in such cooperative’s gross 
income for the taxable year in which such income was received. 

“(b) DeEpucTIon From Gross INCOME.— 

“(1) COOPERATIVE ALLOCATIONS.—Any amounts allocated in a taxable year 
by a cooperative with respect to income derived during such taxable year 
from patronage, in fulfillment of an obligation to a patron to allocate such 
amounts to the patron (which obligation was in existence prior to the receipt 
by such cooperative of the amount allocated), on the basis of the business 
done with or for such patron, shall be deductible from the gross income of 
such cooperative for the taxable year of allocation to the following extent : 

“(A) if the allocation is pa d in cash, the amount of cash paid during the 

“(A) if the allocation is paid in cash, the amount of cash paid during 
the taxable year; or 





TAX TREATMENT OF EARNINGS OF COOPERATIVES o 


“(B) if the allocation is paid in the form of a document, the face 
amount of such document if it contains an unconditional promise by the 
cooperative— 

“(i) to pay interest on the face amount at a rate of not less than 
4 percent per annum, and 

“(ii) to pay the face amount plus such interest within three years 
after the close of the taxable year. 

(2) DOCUMENTS DISQUALIFIED BY NONPAYMENT.—Notwithstanding the pro- 
visions of paragraph (1), any amount of a document described in paragraph 
(1) (B) or any amount of the interest on such document which is not actually 
paid in cash within three years after the close of the taxable year of the 
cooperative for which the allocation paid by the document was made shall 
not be allowable as a deduction under paragraph (1) of any taxable year of 
such cooperative. 

(3) REDEMPTION OF NONQUALIFYING DOCUMENTS.—Any allocation which is 
not deductible under paragraph (1) because it is paid in the form of a doc- 
ument which does not meet the requirements of subparagraph (B) thereof, 
or because of the application of paragraph (2), shall be deductible from the 
gross income of the cooperative for the taxable year of redemption of such 
document to the extent of cash paid in such redemption. 

“(e) ALLOCATION TO A GROUP Nor INCLUDING ALL PATRONS.—If any allocation 
described in subsection (b) is made to a group of patrons not including all pa- 
trons with respect to whose patronage the allocation relates, then the deduction 
allowable under subsection (b) shall be reduced by an amount which hears the 
same proportion of such allocation that the patronage of such patron to whom 
the allocation was not made bears to the total patronage to which such allocation 
relates. 

“(d) DEFINITION OF THE TERM ‘COOPERATIVE’.—For purposes of this section and 
section 1392, the term ‘cooperative’ includes any person obligated to allocate 
patronage income to patrons on the basis of business done, with or for such 
patrons, if such obligation was in existence prior to the receipt by the cooperative 
of the income so allocated. 

“(e) EXTENSION oF STATUTORY PERIOD FOR ASSESSMENT.—If any cooperative 
makes an allocation which is paid in the form of a document described in sub- 
section (b)(1)(B) of this section or section 522(b)(1)(B) (ii), then— 

“(1) the statutory period for the assessment of any deficiency attributable 
to failure actually to pay such document or interest on such document in 
cash within the period described in subsection (b)(1)(B) of this section or 
section 522(b)(1)(B) (ii) shall not expire before the expiration of three 
years from the end of such period ; and 

“(2) such deficiency may be assessed before the expiration of the 3-year 
period described in paragraph (1) notwithstanding the provisions of any 


other law or rule of law which would otherwise prevent such assessment. 
“(f) Cress RereRENCE.— 


“For certain allocations considered to have been made and paid on the last day of 
the taxable year of a cooperative described in section 521, see section 522(b) (5). 


“SEC. 1392. PATRON’S TREATMENT OF PATRONAGE ALLOCATIONS, 


“(a) ALLOCATIONS TAXABLE TO PATRONS.—Any amounts deductible by a co 
operative under section 1391(b) or 522(b)(1)(B) shall be includible in the 
patron’s gross income to the following extent— 

“(1) if the allocation is paid in cash, the amount of cash received during 
the patron’s taxable year; or 

“(2) if the allocation is paid in the form of a document which entitles 
the cooperative to a deduction under section 1391(b)(1)(B), 1391 (b) (3), 
522(b) (1) (B) (ii), 522(b) (3), the amount of cash received in redemption 
of such document in the patron’s taxable year of receipt of such cash. 

“(b) TREATMENT OF REFUNDS ON NONDEDUCTIBLE PURCHASES AND SERVICES.— 
Amounts allocated by a cooperative with respect to services rendered by, or 
supplies and equipment purchased from, such cooperative, the cost of which was 
not deductible by the patron, are not includible in the gross income of such 
patron under subsection (a). In the case of amounts which are allocated and 
deductible under section 1391(b) with respect to purchases by the patrons of 
capital assets or property used in the trade or business, however, such amounts 
shall be taken into account in determining the cost or other basis of such assets 
or property. If the adjusted basis of such assets or property is less than the 
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amounts so allocated, then the excess of such amounts over the adjusted basis 
shall be included in gross income. 

““(c) TREATMENT OF SALE, EXCHANGE, OR REDEMPTION OF DOCUMENTS.—Gain 
from the sale or exchange of a document received in payment of allocation 
described in section 1391(b) or 522(b) shall be considered as gain from the sale 
or exchange of property which is not a capital asset.” 

(b) The table of subchapters for chapter 1 of the Internal Revenue Cote of 
1954 is amended by adding at the end thereof the following: 


“SUBCHAPTER T.—Tax treatment of patronage allocations.” 


Src. 2. Section 522(b) of the Internal Revenue Code of 1954 (relating to com- 
putation of taxable income of farmers’ cooperatives) is amended to read as 
follows: 

“(b) COMPUTATION OF TAXABLE INCOME.— 

(1) DIvIDENDS AND NONPATRONAGE INCOME.—In computing the taxable 
income of such an organization there shall be allowed as deductions from 
gross income (in addition to other deductions allowable under this 
chapter )— 

*“(A) amounts paid as dividends during the taxable year on its 
capital stock, and 
“(B) amounts allocated during the taxable year to patrons with 
respect to income of such organizations not derived from patronage to 
the following extent: 
“(i) if the allocation is paid in cash, the amount of cash paid during 
the taxable year; or 
“(ii) if the allocation is paid in the form of a document, the face 
amount of such document if it contains an unconditional promise by 
the cooperative— 
“(a) to pay interest on the face amount at the rate of not less 
than 4 percent per annum, and 
“(p) to pay the face amount plus such interest within three 
years after the close of the taxable year. 

*(2) DOCUMENTS DISQUALIFIED BY NONPAYMENT.—Notwithstanding the 
provisions of paragraph (1) any amount of a document described in para- 
graph (1)(B) (ii) or any amount of the interest on such document which 
is not actually paid in cash within three years after the close of the taxable 
year of the cooperative for which the allocation paid by the document was 
made shall not be allowable as a deduction under paragraph (1) in any 
taxable year of such cooperative. See section 1391(e). for extension of 
statutory period for assessment. 

(3) REDEMPTION OF NONQUALIFYING DOCU MENTS.—Any allocation which 
is not deductible under paragraph (1) because it is paid in the form of a 
document which does not meet the requirements of subparagraph (B) (ii) 
thereof, or because of the application of paragraph (2), shall be deductible 
from the gross income of the cooperative for the taxable year of redemption 
of such document to the extent of cash paid in such redemption. 

“(4) PATRONAGE DIVIDENDS.—For deduction in the case of patronage divi- 
dends, refunds, and rebates to patrons with respect to their patronage, 
see section 1391 (b) and (c). 

“(5) SPECIAL RULE.—For the purposes of cooperatives described in sec- 
tion 521, allocations made and paid after the close of the taxable year and 
on or before the 15th day of the 9th month following the close of such 
year shall be considered as made and paid on the last day of such taxable 
year to the extent the allocations are attributable to income derived before 
the close of such year.” 

Sec. 3. (a) Section 1232 of the Internal Revenue Code of 1954 (relating to 
bonds and other evidences of indebtedness) is hereby amended by inserting 
(1) before the cross reference now appearing in subsection (d) thereof, and 


by adding at the end of subsection (d) thereof the following new cross 
reference: 


“(2) For special treatment on the retirement of certain documents issued by 
cooperatives, see section 1392(c).” 
(b) Subsection (a) of section 6044 of the Internal Revenue Code of 1954 


(relating to returns regarding patronage dividends) is hereby amended to 
read as follows: 
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“(a) PAYMENTS OF $100 orn MoreE.—Ev>2ry cooperative shall make a return 


showing the name and address of, and the amount paid to, each patron to whom 
it has made during the calendar year— 


“(1) cash payments of $100 or more described in section 1391(b) (1) (A) 
or §522(b) (1) (B) (i) ; and 


“(2) cash payments of $100 or more in redemption of documents described 
in section 1891(b)(1)(B), 1891(b) (3), 522(b) (1) (B) (ii), or 522(b) (3). 


522 


(c) Section 6212 of the Internal Revenue Code of 1954 (relating to notice of 


deficiency) is hereby amended by adding at the end of subsection (c) (2) thereof 
the following new subparagraph: 


ot i Deficiency attributable to nondeductibility of patronage allocation, see section 
(e 


(d) Section 6504 of the Internal Revenue Code of 1954 (relating to limita- 
tions) is hereby amended by adding after paragraph (15) thereof the following 


new paragraph: 
“(16) Nondeductibility of patronage allocations, see section 1391(e).” 


Sec. 4. The amendments made by this Act shall apply to taxable years ending 
after the date of enactment of this Act, but only to allocations made after 


such date. 
The Cuamrman. Mr. Glasmann, will you please come forward, sir. 


We are pleased to have you with the committee this morning. You 
are recognized. 


STATEMENT OF JAY W. GLASMANN, ASSISTANT TO THE SECRE- 
TARY, DEPARTMENT OF THE TREASURY, ACCOMPANIED BY 
JOHN COPELAND, TAX ANALYSIS STAFF, AND EDWARD C. 


RUSTIGAN, ASSOCIATE HEAD, LEGAL ADVISORY STAFF, DEPART- 
MENT OF THE TREASURY 


Mr. GuasMANN. Thank you, Mr. Chairman. 

I have with me on my left Mr. John Copeland of the tax analysis 
staff of the Treasury, and on my right, Mr. Edward Rustigan, associ- 
ate head of the legal advisory staff of the Treasur y. 

I appreciate this opportunity to appear before your committee to 
present the Treasury’s views on the troublesome problem of taxation 
of cooperatives. 

In the President’s budget message last year and again this year, 
the President recommended amendments to the Internal Revenue 
Code to provide equitable taxation of cooperatives. As you know, 
during the past 5 years the Treasury has several times called to the 
attention of the committee the fact that a series of court decisions 
have made largely ineffective the 1951 legislation which was intended 
to assure that all cooperative income would be taxed either to the co- 
operative or to its members as earned. 

Corrective legislation is clearly needed because under existing law 
it is possible for a cooperative to exclude from its taxable income 
certain noncash patronage dividends paid to its members which, at 
the same time, are not taxable to the members who receive them. As 
Secretary Anderson stated in testimony before your committee on 
January 16, 1958, the Treasury Department, while fully aware of the 
importance ‘of ¢ ooperatives to our agricultural and farming communi- 
ties, believes that the cooperative’s ‘income should be taxed currently 
at either the cooperative or patron level and that legislation which is 
fair and reasonable,-both from the standpoint of the availability of 
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retained earnings for expansion and tax benefits to cooperative mem- 
bers, should be dev eloped. 

During the last. session of the Congress, the Secretary of the Treas- 
ury submitted to the Congress a legislative proposal which was in- 
tended to insure the ultimate payment of a single tax on cooperative 
income and which, at the same time, would limit the cooperative’s 
ability to expand from retained earnings that have not been taxed 
at the cooperative level. 

The Treasury recommendations in this area were released to the 
public by your committee last February and are embodied in H.R. 
7875, a bill introduced last session by the late Representative Simpson 
of Pennsy lvania. Under the Treasury’s proposal, cooperatives would 
be permitted to deduct amounts paid to the patron during the tax- 
able year if paid (1) in cash, or (2) in the form of “qualified” 
patronage certificates which bear interest at the rate of at least 4 
percent and are redeemable in cash within 3 years. The patron would 
include in his income only the cash amounts received. At the time 
Secretary Anderson submitted this suggested method of taxing co- 
operative income, he also suggested that the committee might want 
to consider other alternative methods of achieving a single tax lia- 
bility for cooperative income which would provide an effective solu- 
tion to the problem. 

Before I discuss the Treasury proposal in detail, let me first make 
a few general observations about the cooperative form of doing busi- 
ness and how the present need for corrective legislation came about. 

Operation of cooperatives: A cooperative is simply a type of busi- 
ness organization formed for the purpose of providing goods and 
services ; to its patron-owners or selling their products. While farm- 
ers’ cooperatives are the principal type of cooperative association, 
almost any business can be carried on under the cooperative form. 
Thus, there are many cooperatives in this country which are not en- 

gaged i in business relating to farming. These include urban consumer 
cooperativ es, cooperative wholesaling businesses owned by retailers, 
and the like. 

I want to emphasize again, the Treasury Department is fully aware 
of the importance of cooperatives to our agricultural and farming 
communities. It has long been national policy to encourage farmers 
to help themselves through cooperative associations which provide a 
means for farmers to join together to obtain the advantages of volume 
and marketing strength, which the individual lacks. 

Broadly speaking, the major tax difference between cooperatives 
and other forms of doing business lies in the special treatment which 
cooperatives enjoy with respect to amounts allocated as patronage 
refunds or dividends. Ever since 1914 cooperative organizations 
have been allowed to exclude from gross income patronage refunds 
paid or allocated to patrons on the basis of business done with the 
cooperative if such payments or allocations are made pursuant to 
preexisting contractual obligations. This treatment is based upon 
long-standing Treasury rulings which hold that the refund payments 
or allocations are to be regarded as discounts or rebates which reduce 
the taxable net income of the cooperative. 

While cooperatives are said to obligate themselves to return their 
net margins or savings (i.e., the excess of receipts over costs) to their 
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patrons, this obligation is viewed by many as being a legal fiction in 
those cases where the patronage dividend takes the form of a book 
allocation rather than an actual distribution of cash or other property 
having ascertainable value. In practice, the average farm coopera- 
tive pays more than half of its patronage refunds in noncash or paper 
dividend form. These paper dividends may take the form of capital 
stock, interest or non-interest-bearing certificates with or without 
due dates, allocation certificates, a promise to pay a stated amount of 
cash when so decided by the board of directors, or merely a notifieation 
that the patron has received “credit” upon the books of the organiza- 
tion. In our view, the critical issue before the committee is the ques- 
tion of how to tax the net margins which are, in fact, retained by 
the cooperative although allocated or credited to the patron’s account. 

In retaining earnings through the use of noncash patronage re- 
funds, cooperatives often use a system called the revolving-fund plan 
of finaneing. A 1957 publication of the Department of Agriculture 
indicates that of 1,157 farmer cooperatives studied, 62 percent were 
using the revolving-fund method of operation. The revolving fund 
plan of financing is described in the report as follows: 

Through the revolving capital plan individual patron’s contributions of capital 
are allocated on the books of cooperatives for return to them at a later date. 
Patrons are generally advised of their individual equities in cooperative revolv- 
ing funds at the close of each fiscal year. When, in the judgment of the man- 
ager and board of directors, sufficient capital has been built up, a cooperative 


may use current capital retains, savings, or operating margins to retire the 
oldest outstanding revolving fund contributions. 


While practices vary widely, on the average cooperatives retain 


earnings for 9 or 10 years before redeeming ‘the certificates which 
were issued against those earnings under the revolving-fund system. 

Recent studies by the Treasury Department of the returns of cer- 
tain cooperatives for the 5 years 1954-58 also suggest the extent to 
which cooperatives have expanded by retaining their earnings through 
the use of noncash patronage dividends. These cases are tabulated in 
table 1. Although the sample was of limited size, in some of the cases 
we found that cooperatives had retained their entire net margins over 
the 5-year period with no cash refunds to patrons. In the aggre 
gate, the cooperatives studied retained approximately 48 percent of 
their net margins. 

The use of noncash refunds to build up capital, as indicated above, 
has been used very extensively by cooperatives. The Department 
of Agriculture’s 1957 study revealed that at the end of 1954 over 60 
percent of the total equity of the 1,157 cooperatives studied was de- 
rived from retained earnings. The total of equity capital so re- 
tained by all farmers’ cooperatives was about $1.2 billion by the end 
of 1954, if the 60-percent ratio for the sample studied by the Depart- 
ment of Agriculture prevailed for farmers’ cooperatives as a whole. 
By this time the amount would be somewhat larger but data are not 
available as to exactly how much larger. The Department of Agri- 
culture study, and a tabulation by the Liste fy of cooperative income 
tax returns for 1953, indicated that in each of the years 1953 and 
1954 farmers’ marketing and purchasing cooper atives retained about 
$125 million of earnings by paying noncash patronage refunds. It 
appears that in each of those years the farmers’ cooperatives prob- 
ably redeemed in cash about $60 or $65 million of previously issued 

51696—60———2 
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noncash patronage dividends, or an amount equal to about 50 percent 
of the new retentions (table 2). 

It is estimated by the Department of Agriculture that, in 1954, 
farmers’ marketing and purchasing cooperatives had assets of $3.6 
billion. The Department: has also estimated that their gross volume 
of business was $13.5 billion in 1956 (table 3). About $10.1 billion 
of this represented sales of farm products or $8 billion on a net basis 
after eliminating sales between cooperatives. This $8 billion is over 

25 percent of farmers’ a. from farm marketings and Govern- 
ment payments in that yea 

Tax treatment: For income tax purposes cooperatives are divided 
into three categories. Certain cooperatives are fully exempt from 
income tax under section 501 of the Internal Revenue Code. Gen- 
erally, the fully exempt cooperatives are public utility-type organiza- 
tions, the most notable being the rural electrification cooperatives. 
These section 501 or fully exempt cooperatives are not affected by the 
Treasury’s legislative proposal and no further mention will be made 
of them. A second group consists of the so-called exempt farmer 
marketing and purchasing cooperatives which are listed in section 521 
of the code. All other cooperatives are commonly referred to as tax- 
able cooperatives although they are not specifically mentioned in the 
Internal Revenue Code. 

Let me discuss taxable cooperatives first, since their tax treatment 
is basic to the whole existing approach to cooperative taxation. 

A taxable cooperative, irrespective of its exact legal form, is con- 
sidered a corporation for Federal income tax purposes. Its income 
and expenses are computed in the same manner as those of an ordinary 
corporation with the very important exception of the treatment of 
patronage dividends. The excess of receipts over costs constitutes the 
income of the organization and is taxable at corporate tax rates. Thus 
any dividends p: aid on capital stock must be paid from income previ- 

ously subject to corporate income tax. 

Income from sources not directly related to the business carried on 
with patrons, such as capital gains, interest, rents, dividends on stock, 
and business done with the United Sts ites, also is taxable at the co- 
operative level. Income derived from business carried on with or for 
patrons is taxable at the cooperative level, unless pursuant to a pre- 
existing obligation, it is paid or allocated as a patronage refund in 
the year in which earned or by the time the corporate income tax re- 
turn must be filed for such year. 

As I have previously indicated, ever since 1914 cooperative organi- 

zations have been allowed to exclude from gross income patronage re- 
funds paid or allocated to patrons on the basis of business done with 
the cooperatives if such payments or allocations are made pursuant to 
pre-existing contractual obligations. At the cooperative level, no 
attempt has been made by the Tre: isury to draw a distinction between 
patronage refunds paid in cash and in the form of stock, revolving 
fund certificates, or other paper allocations. All such noncash forms 
of distribution or allocation have been regarded as the equivalent 
of cash distributed to the patron and immediately reinvested by him 
in the cooperative association. 

The exempt cooperative is a farmers’, fruitgrowers’, or like associa- 
tion which meets certain statutory requirements as to operation and 
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financial structure. The so-called exempt cooperative is not actually 
fully tax exempt, since it may be taxed on some of its income unless 
allocated as patronage dividends. 

It does, however, “have the following tax advantages which are 
not — by the nonexempt or taxable cooperative : 

Amounts distributed by it in payments of dividends upon 

capita stock (if not in excess of 8 percent) are deductible by it; 

2. Nonoperating earnings (such as rents, interests, dividends 
on capital stock, ete.) distributed or allocated to its patrons upon 
a patronage basis are deductible by it; and 

3. Income derived from business with the United States and 
distributed or allocated to its patrons on a patronage basis are 
deductible by it. 

As for the tax treatment of the patrons of the cooperative, the 
Treasury Department for many years took the position that the 
patrons were required to report all patronage dividends (including 
paper distributions or allocations) as income provided the dividends 
were attributable to an income-producing transaction. Thus, if a 
farmer received a patronage dividend attributable to the marketing 
of his farm products, he was expected to take it into income as an in- 
crease in receipts from the sale of his products. On the other hand, if 
he received a patronage refund from a purchasing cooperative with 
respect to fertilizer which he bought, he was expected to reduce his 
dadeuekites for the cost of the fertilizer on his return, or report the 
refund as income. Where the business transaction involved the pur- 
chase of a capital asset, such as a tractor, the cost basis of the asset 
had to be reduced by any patronage refund received thereon. In the 

case of patronage refunds attributable to personal living expense 
items, such as the purchase of food or clothing, however, the patron 
was not regarded as having received taxable income. 

The fact that patronage refunds often are paid in paper which has 

no market value was disregarded and patrons were expected to report 
all noncash patronage refunds at their face value. The theory was 
that the patrons had in effect received cash, or the right to cash, and 
then, ite the terms of their membership with the cooperative, had 
reinvested such cash in the noncash document actually received. 
This is known as the immediate reinvestment theory. 

The assumption by the Treasury that noncash patronage refunds 
were taxable at full face value to the recipients in the year of receipt 
because such noncash payments were evidences of the reinvestment of 
cash was cited with approval by the Congress in 1951. 

At that time Congress made certain changes in the tax status of 
exempt farmers’ marketing and purchasing cooperatives, which were 
expected to result in current taxation at either the cooperative or 
patron level of all cooperative income, except that related to personal 
purchases by patrons. But the effectiveness of the immediate rein- 
vestment theory was being tested in the courts even before the Revenue 
Act of 1951 became effective. 

As I stated earlier, the court decisions have now nullified the intent 
of the 1951 legislation and have held that the patron does not realize 
income upon receipt of a noncash document having no market value. 
These decisions essentially result in a holding that the immediate rein- 
vestment theory is unrealistic in that the patrons have no alternative 
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but to take the noncash patronage refund in view of the discretion in 
the board of directors of the cooperative to determine the form of the 
refund to be paid and the terms of payment. 

This position was stated very clearly by the court in Long Poultry 
Farms, Inc. v. Commissioner, 249 ¥F. 2d 726 (5th Circuit, 1957). 
There the court said: 

It is argued that, under implied agreement arising out of the provisions of 
the bylaws, taxpayer in effect received in cash the amount of the credit and 
reinvested it in the revolving fund of the cooperative; but this is simply to 
exalt fiction and ignore reality (249 F. 2d at 728). 

As a result of the various adverse court decisions, the Internal Reve- 
nue Service announced on February 14, 1958, that it would no longer 
attempt to assess an income tax on patrons with respect to noncashi 
patronage refunds having no market value. The income tax regula- 
tions, under both the 1939 and 1954 codes, have since been revised to 
reflect this change in position. In view of the obvious intent of the 
1951 legislation, the Treasury Department continued to allow all 
patronage refunds paid under pre- existing contracts to be excluded 
by cooperatives. ‘Thus, at the present time, cooperatives are per- 
mitted to exclude from gross income noncash patronage dividends of 
a character which are not taxable to the patron. 

Policy reasons for legislation: The Regia Department believes 
that the full deduction now allowed to cooperatives for all forms of 
noncash patronage refunds affords them an unwarranted tax advan- 
tage over many competing businesses. A growing business ordinarily 
finances all or a large part of its additional capital needs from re- 
tained earnings. Cooperatives are just like other businesses in this 
respect, except that under present circumstances they can expand on 
before-tax earnings, whereas competing forms of business enterprise 
must depend upon after-tax income and outside capital for this pur- 
pose. Thus, the larger corporation subject to the maximum corporate 

rate of 52 percent would need to earn twice as much as a cooperative 
to retain an equal amount for expansion. . The smaller corporation 
subject to the 30-percent rate would need to earn 43 percent more than 
a cooperative to have the same amount left after tax. 

It should be noted that the average business corporation is actu- 
ally somewhat smaller than the average cooperative, in terms of as- 
sets and dollar volume of business (tables 4 and 5). The average 
farmers’ marketing and purchasing cooperative did over $1 million 
worth of business in 1956. The average corporation had receipts 
of less than $750,000. 

A greater proportion of corporations in general also fall into 
the small category when size of assets is considered. About 40 per- 
cent of all corporations filing balance sheets with their 1956 income 
tax returns had assets of less than $50,000. 

The latest Treasury tabulation of tax returns filed by farmers’ co- 
operatives, which covered the year 1953, shows that only 28 percent 
of the cooperatives had assets of less than $50,000. 

In many cases a local cooperative may be competing with a small 
corporation engaged in the same business. Such a local business with 
equity of, say, from $50,000 to $250,000 is at a relative disadvantage 
in expanding its facilities since it has to pay corporate tax on its earn- 
ings. Of course, certain of these corporations (if owned by no more 
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than 10 individual shareholders) may now elect under subchapter S 
to be taxed as proprietorships or partnerships, thus eliminating the 
corporate tax and reducing in such cases the advantage now enjoyed 
by the cooperative. The election under sube hapter S, however, is con- 
ditioned upon all the shareholders filing an election with the Treasury 
wherein they agree with the Treasury to be taxed on the corporate 
income, Moreover, as noted earlier, under present law a large part 
of cooperative income is not taxed when it is earned either to ‘the co- 
operative or to its patron owners. This situation is unfair both to 
competing businesses and to taxpayers in general. 

At this point I might add that while there are very good policy rea- 
sons for granting some form of favorable tax treatment for farmers’ 
marketing and purchasing cooperatives, there appears no such policy 
reasons for affording such relief to the nonfarmer cooperative which 
competes with ordinary business corporations. Perhaps, as to these 
other cooperatives, deduction should be allowed only for patronage 
refunds paid in cash or merchandise; this method of taxing cooper- 
atives is sometimes referred to as the “cash compromise.” 

Various proposals: As you know, a variety of other proposals deal- 
ing with the taxation of cooperatives has been presented to this com- 
mittee. Many of these proposals were discussed before this commit- 
tee last December by panelists in the tax revision hearings. I would 
like to comment briefly on some of the principal considerations in- 
volved in three of the more important proposals. 

One proposal is presently before this committee in the form of 


H.R. 3848, a bill introduced by Congressman Davis. Under this pro- 


posal, no patronage refunds would be deductible by a cooperative and 
all of the income of the cooperative would be subject to a tax at the 
applicable corporate rate. The patrons, however, would be allowed a 
credit against tax for the amount of tax paid by the cooperative if 
they elected to include in income the amount of tax paid by the co- 
operative with respect to the patronage refund they received. 

This proposal is apparently patterned after the British income-tax 
approach to corporate div ider ids. In most cases the income would be 
subject to a higher tax rate in the hands of the cooperative than in the 
hands of the farmer so that the farmer would benefit by claiming the 
tax credit. 

Those favoring this type of proposal argue that tax equity requires 
that cooperatives pay the corporate tax on their net margins before 
patronage dividends. They argue that patronage dividends more 
closely resemble corporate ‘dividends than price “rebates or adjust- 
ments; that much of the net margin is attributable to manufacturing 
facilities and other capital investments and that part of the cooper- 
ative net margin arises from business transactions between the cooper- 
ative and nonpatrons. 

On the other hand, this proposal raises the question of whether all 
net margins are income of the cooperative. A technical problem may 
also be presented by the proposal because of the structure of our cor- 
porate tax system. Unlike the British tax system which has a single 
tax rate, as applied to dividends received by a stockholder, under our 
law we have two tax rates. The first $25,000 of corporate income is 
taxed at the 30-percent rate, and all income in excess of $25,000 is 
taxed at the 52-percent rate. For this reason, there may be a problem 
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in determining the effective tax to be claimed as a credit by the patrons 
of the cooperatives. 

As you know, many cooperatives are urging the Congress to enact 
legislation designed to accomplish the intent of the 1951 act by taxing 

atrons, under the reinvestment theory, on all patronage allocations. 

t is argued that cooperatives have no income, that the cooperative 
is merely an agent for the patrons, that it is similar to a partnership, 
or that 2 debtor-creditor relationship exists between the cooperative 
and its patrons which precludes the existence of taxable income at the 
cooperative level. 

We believe that such arguments ignore the realities. The cooper- 
ative frequently takes title to the goods it sells and determines the 
prices at which they shall be sold. The amounts returned to a patron 
are not determined by the profit or loss realized by the cooperative 
with respect to goods received from that patron, but rather by ref- 
erence to the overall profits or losses of the business. The discretion 
vested in the directors of the cooperative as to the amount and form 
of payment the patron will receive is so broad that, in our judgment, 
the “fixed obligation” to make patronage refunds has no substance 
for Federal tax purposes. 

Enactment of the immediate reinvestment theory into law will cre- 
ate three serious problems: First, it will operate inequitably ; second, 
it will create serious administrative problems; and finally, it may 
raise a constitutional problem. 

First, the farmer will be required to include in income amounts 
which he does not in fact receive. This will raise a serious question 
of equity since the farmer will have the burden of raising money to 
pay a tax on the non-cash-patronage refunds which will be includible 
in his income. As the court said in the Long Poultry Farms case: 
Apart from the question of constitutionality of such a requirement, which 
would be a serious one, it is a safe assumption that Congress never intended 
to impose upon the patrons of cooperatives the hardship and burden which the 
taxability of these contingent credits would involve, 

Second, there would naturally be serious administrative difficulties 
in collecting the tax from many farmers who might not have the 
funds needed to discharge their liability, and who might also find it 
difficult to believe that the paper allocations were actually regarded 
as taxable income to them. 

Finally, there would be a constitutional question as to the validity 
of such legislation. The courts have already held that non-cash- 
patronage refunds which have no market value do not constitute 
income to the farmer. The paper which the farmer receives is often 
nontransferable and its redemption terms are so much subject to the 
discretion of the board of directors of the cooperative that the courts 
have held the immediate reinvestment theory to have no reality. In 


Commissioner v. Carpenter (219 F. 2d 265 (5th Cir. (1955)), the 
court said: 


It is abundantly clear that the taxpayer’s receipt of revolving fund certifi- 
cates was not the equivalent of the actual receipt of cash, because the certifi- 
eates had no fair market value. Furthermore, it is obvious that the funds 
withheld by the cooperative were not subject to the demand of the respondent. 
The respondent could control neither the amount of the funds that he would 
ultimately receive nor the time at which he might receive them. These matters 
were left to the discretion of the coperative’s directors, and even the directors 
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could not pay off the certificates without written consent of the mortgagee. 
Therefore, the respondent never actually or constructively received or had any 
right to receive anything but the certificates. It is fundamental in income tax- 
ation that, before a cash-basis taxpayer may be charged with the receipt of 
income, he must receive cash or property having a fair market value, or such 
cash or property must be unqualifiedly subject to his demand. We are of the 
opinion that the certificates, when issued to the respondent, did not constitute 
income (219 F. 2d at 636). 

The representatives of cooperatives argue that one of the reasons 
for the court decisions is the fact that the bylaws or marketing agree- 
ments of the cooperatives were not properly drawn. I can only say 
that it is difficult to conceive of a more clearly drawn bylaw which 
attempts to put into effect the reinvestment theory than that found in 
the Long Poultry Farms case where the court refused to accept the 
validity of the theory. 

In the tax field, as you know, the courts do not mechanically accord 
controlling effect to the language of a legal document in determining 
the tax consequences of a transaction. The court in the Long Poultry 
Farms case recognized this when it stated : 

“Economic realities, not legal formalities, determine tax consequences.” The 
truth is that the taxpayer never received anything except a credit on the coop- 
erative’s books which did not entitle it to receive anything except upon the con- 
ditions enumerated, and only then if the directors of the cooperative should so 
determine (249 F. 2d at 728). 

A number of the panelists who discussed the subject of cooperatives 
before this committee in the tax revision hearings suggested that a 
cooperative be taxed on profits derived from any business activities 
which are distinct from its essential purposes. An analogy was drawn 


to the tax now imposed on the income of certain exempt organiza- 

tions. Certainly this proposal merits consideration by your commit- 

tee, although it may present troublesome administrative problems, 
We believe that the ee offered by the Treasury, embodied in 


H.R. 7875, avoids some of the difficulties encountered in the various 
other proposals. Under H.R. 7875, cooperatives would be allowed a 
deduction for patronage refunds paid in cash or in the form of a 
document constituting an unconditional promise to pay in cash the 
face amount thereof, with interest at the rate of 4 percent per annum, 
within 3 years after the close of the taxable year. Patronage refunds 
allocated and represented by documents which do not meet these 
requirements would be deductible only when paid in cash. Exempt 
cooperatives will still be permitted to deduct dividends paid on capital 
stock and they would also be permitted to deduct payments or allo- 
cations of income not derived from patronage which are paid in the 
same form as deductible patronage refunds. 

The Treasury’s proposal has a number of objectives. It is intended 
(1) to assure approximate current taxation of all cooperative income, 
(2) to restrict to a reasonable degree the competitive advantages co- 
operatives now have of expansion on untaxed retained earnings, (3) 
to ease the compliance problems of patrons, and (4) to simplify 
administration of the law for the Treasury. 

Under the Treasury proposal, all cooperative income would be taxed 
currently either to the cooperative or its patrons, except to the extent 
that it is allocated to patrons in the form of interest-bearing docu- 
ments redeemable in 3 years. Even as to these documents, payment 
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of tax by either the cooperative or the patron cannot be deferred 
beyond 3 years. 

The Treasury recognizes the important function performed by 
cooperatives in our agricultural economy, and the need to strike a 
balance between the interests of farmers on the one hand, and of 
business organizations which are in competition with cooperatives. 
The Treasury proposal seeks to strike a fair balance by imposing 
one single tax on cooperative earnings and by permitting cooperatives 
to retain earnings for 3 years with no tax at the cooperat ive or patron 
level. Of course, this 3-year period is much shorter than the 9- or 10- 
year period that earnings are now typically retained by cooperatives. 
However, we believe that it provides sufficient opportunity to accumu- 
late a reasonable reserve out of tax-free earnings. Thus, if a coopera- 
tive earns 10 percent per year on its equity, before taxes and patronage 
refunds, it could continually retain as much as 30 percent of its be- 
ginning equity by a 3-year rotation of its noncash patronage refunds. 
Moreover, an expanding organization could add additional amounts 
to its tax-free reserve. 

Opponents of the Treasury proposal, H.R. 7875 will argue that a 
cooperative, because of its legal relationship to its patrons, has no 
income. As I pointed out earlier in discussing the proposal advocated 
by representatives of cooperatives, we do not believe that such an 
argument is well founded. Moreover, H.R. 7875 permits a deduction 
for cash refunds when paid. Thus the cooperative is taxable only 
with respect to retained net margins not. paid out in deductible form. 
During the period of retention, the cooperative has possession of the 
taxable net earnings and full enjoyment of their use. As mentioned 
earlier, the time and mode of payment of those net margins is so 
much subject to the discretion of the board of directors of the coopera- 
tives that for Federal income tax purposes, the cooperative’s obliga- 
tion to return its profits to its patrons is frequently one of form rather 
than substance. In fact, the patron may never see those net margins 
for the cooperative might suffer losses before redeeming its paper allo- 
cations. In this connection, it is interesting to note the provision of 
the bylaws in the Long Poultry Farms case. In that case the coopera- 
tive bylaws provided that : 


In the event the association suffers a loss in any year, the board of directors 
shall prescribe the basis on which the capital furnished by patrons shall be re- 
duced on account of any such loss, so that it will be borne by the patrons on 
an equitable a basis as the board of directors finds practicable. (See 294 F. 
2d 727.) 

Opponents of H.R. 7875 may also argue that the proposal ignores 
the immediate reinvestment theory. As I stated before, the courts 
have rejected that theory. Opponents may also criticize the proposal 
on the ground that it does not tax patrons on the fair market value of 
noncash patronage distributions. This is true. However, it must 
be recognized that there are serious administrative difficulties in valu- 
ing noncash patronage refunds. H.R. 7875 completely avoids this 
problem by providing that the patron of a cooperative is required 
to include in income only cash distributions. 

Objection also has been raised to the requirement that the paper 
refund carry interest at the rate of 4 percent per annum and be re- 
deemed within 3 years. This requirement is an attempt to balance 
the favorable treatment to be granted cooperatives against the propo- 
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sition that competing businesses should be taxed equally. Further, if 
the cooperative obtains a deduction for $100, by reason of a patron- 
age dividend, it seems only fair to require that the patron receive 
something fairly equivalent to that $100. 

Summary: In summary, I would like to emphasize the urgent need 
for legislation in this area. We believe that H.R. 7875 presents a 
fair and workable method of taxation both from the standpoint of 
the cooperative and its members and from the standpoint of compet- 
ing business and the general taxpaying public. 

This is not to say that there may not be other methods of achieving 
fair and equitable taxation of cooperative income. The staff of the 
Treasury will continue to work cooperatively with the staff of your 
committee in developing whatever method your committee may decide 
is most appropriate for handling this troublesome problem. 

Mr. Foranp (presiding). Does that conclude your statement, Mr. 
Glasmann? 

Mr. GLasMANN. It does. 

Mr. Foranp. I assume that you would like to have the tables made 
a part of your statement and put into the record ; would you not ¢ 

Mr. GuasMAnn. Yes, I would, Mr. Forand. 

Mr. Foranp. Without objection that will be done. 

( The documents referred to follow :) 


TABLE 1.—Allocation of earnings of 21 farmers marketing and purchasing co- 
operatives for the 5-year period 1954-58 and relation of untared retained 
earnings to assets and equity at the beginning of the period 


[Dollar amounts in millions] 


AMOUNTS 


. Earnings before dividends and income taxes for the 5 years_____~- 
2. Income tax- 
3. Earnings after r income tax 
Dividends on stoeck_____---- 
. Dividends from nonpatronage income_ 
>». Patronage refunds, total *- 
(OP SRN 
(b) Noneash __ 
(c) Redemptions____- 
(d) Net retentions ‘ 
. Assets at beginning of period__-_ 
Wquity at beginning of period ?___ 


ASK MR 


se 
i 


M16 


Percent 
9. Effective rate of income tax 0.8 


. Proportion of earnings before income tax retained (net) as noncash 
patronage refunds : 

1. Ratio of net patronage refunds to beginning SS ae Eo 25.0 

2. Ratio of net noncash partonage refunds to beginning equity 2.0 

1 Total patronage refunds exceed income after income tax and dividends on stock because 


patronage refunds during a year sometimes exceeded income. 


2 Includes patronage refunds payable if they had not been converted to a formal debt 
instrument. 
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TABLE 2.—Data on net income and allocation of net income of farmers’ marketing 
and purchasing cooperatives 


[Dollar amounts in millions] 


Agriculture | Treasury ! 
(1954) (1953) 


Number of cooperatives 9, 793 8, 311 
Gross receipts 8, ! 7,419 
Net income before income tax 
Less: Noneash patronage refunds received $$57 
Net income less intercooperative noncash pare refunds je $275 
Less: Income tax ; $14 
Net income after tax $261 
Allocation of net income after tax: 
Cash distributions: 
Dividends on capital stock $18 
“Interest” on other equity. ota ake’ $1 
Patronave refunds i ; $103 
Total cash distributions 2 $122 
Noncash distributions: Patronage refunds (net of intercooperative) ------ $127 
Total distributions ce a le : $249 
Be 2 a eae eee’ $12 





1 Returns for nonexempt cooperatives do not show patronage refunds and they are estimated on the basis 
of data for exempt cooperatives. 


2In addition, cash distributions are made to retire patronaverefunds declared in noncash form in previous 
years. Such payments were about 50 percent of noncash payments during the period 1950-54. 


Sources: Department of Agriculture, ‘Methods of Financing Farmer Cooperatives,” pp. 34 and 41; 
Treasury Department, ‘‘ Farmers’ Cooperative Income Tax Returns for 1953.” 


TABLE 3.—Number and volume of business of farmers’ marketing and purchasing 
cooperatives, 1940-56 


[Dollar amounts in millions} 
Volume of business ? 


Number of 
cooperatives 


Gross 





10, 600 

10, 150 

10, 051 i 8, 144 

10, 166 2, 13% 9, 404 
10, 114 2, 206 9, 517 
10, 058 2, Is 9, 462 
9, 887 2, 4! 9, 626 
9, 876 , 6 9, 740 
9, 872 3, 47) 10, 359 





1 Figures are for the marketing seasons for crops produced in the specified year. 

2 Data for 1940 and 1945 not completely comparale to subsequent years. The earlier figures are some- 
where between the cross and net figures shown for later years. 

3 Gross volume less the volume of business done between cooperatives. Both the gross and net figures 
include the total value of products handled on a commission basis. 

Source: Department of Agriculture, “‘ Statistics of Farmer Cooperatives, 1956-57,’’ pp. 3, 16, 71, 73. 
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TaBLe 4.—Corporations classified by size of assets, 1953 





Returns Assets 


Size of assets (thousands) 
Amount 
(millions) 


Percent 
distribution 


Percent 
distribution 


Under $50_- 

$50 under $100_-. 115, 719 | 18 

$100 under $259... | 127, 949 | 20 

$250 under $500__- 55, 447 | s 

$500 nnder $1,000 . J : 31, 845 { ; 
$1,000 under $5,000. _. } , 805 5. ¢ 72, § 
$5,000 under $10,000__ 6, 181 } 43, 
$10,000 under $50,000 _ _- 4 5, 550 112, 996 
$50,000 under $100,000__ 742 51, 984 
$100,000 or more 915 404, 992 | 


100. 0 761, 877 | 


} 
} 
} 
| 


261, 920 40. ¢ $5 


| NODNOOCUAIes 


Total 640, 073 


1 Less than 0.05 percent. 


Source: Treasury Department, ‘‘Statistics of Income for 1953, Pt. 2,”’ p. 67 


TABLE 5.—Farmers’ marketing and purchasing cooperatives classified by size of 
assets, 1953 * 


[Dollar amounts in thousands] 


RETURNS 


Size of assets 


Under $50 

$50 under $100 

$100 under $250. 

$250 under $500 _. 
$500 under $1,000_.___- 
$1,000 under $5,000 _- 
$5,000 under $10,000 
$10,000 under $50,000. . 


$50,000 under $100,000. _. 


$100,900 or more... 


Total 


Number 


Exempt | 


Non- 


exempt 


4,713 | 


3, 007 | 


Percent distribution 


Non- 
exempt 


Total Exempt 


30.5 
20.3 
30.5 
12 








ASSETS 





Under $50 

$50 under $100 

$100 under $250 

$250 under $500 .. 
$500 under $1,000_. 
$1,000 under $5,000 __ 
$5,000 under $10,000 
$10,000 under $50,000 _- 


$50,000 under $100,000. ._- 
$100,000 or more_..._-..-- 


Total 





Total 


$50, 014 | 
104, 739 
352, 032 
360, 915 
302, 151 
519, 023 
220, 607 | 
507, 892 
102, 809 
117, 977 | 


2, 638, 159 


Amount 


Non- 


Exempt 


| exempt 


$27, 280 | 
60, 886 | 
204, 864 
232, 983 | 
225, 617 
388, 787 | 
176, 474 | 
320, 395 | 
50, 375 
117, 977 


1, 805, 638 


$22, 734 


43, 853 | 
147, 168 | 


127, 932 | 


76, 534 
130, 236 
44, 133 
187, 497 
52, 434 


832, 521 | 


Percent distribution 


Non- 
exempt 


Total Exempt 


CO, RO 

-— 
Comsonh 
CUAUwWwanenen 


t 
rho oro 


P~1wWoo 


ao 


100. 
' 


1“Exempt”’ cooperatives are those meeting the requirements of sec. 521 of the Internal Revenue Code. 


3 Less than 0.05 percent. 


Note.—Returns for nonexempt cooperatives selected by sampling and data therefore are subject to sam- 


pling error. 


Source: Treasury Department, ‘‘Farmers’ Cooperative Income Tax Returns for 1953,’’ p. 9. 
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Mr. Foranp. Are there any questions ? 

Mr. Byrnes. As I gather the Treasury’s recommendation, there are 
two basic criteria that must be met in order to make it a qualified 
patronage refund. No. 1 is that the rate of interest at least be at 4 
percent. Isthat correct? 

Mr. GuasMann. That is right. 

Mr. Byrnzs. And then the other one is that it must be redeemed 
within 3 years? 

Mr. GuAsMANN. That is correct. 

Mr. Byrnes. Asa maximum / 

Mr. GuasMANN. Yes. 

Mr. Byrnes. They could redeem it in 1 year and still qualify? 

Mr. GuasMAnn. That is right, Mr. Byrnes. 

Mr. Byrnes. As far as that redemption aspect is concerned, reall) 
what you are saying is that it has to have a due date not in excess of 
3 vears ? 

Mr. GuasMANN. That is correct. 

Mr. Byrnes. It wouldn't change the situation even if 5 years went 


by and they didn’t redeem it as “long as on the face of it there was 
a 


Mr. GuasMANN. Under the bill as it now stands if the cooperative 
did not redeem the paper certificate within the 3-year period we 
would go back and disallow the deduction at the cooperative level 
and would then allow the deduction again to the cooperative only 
when it paid in cash that note or paper certificate. 

Mr. Byrnes. It is a matter of actual redemption. If they do not 


redeem it, then you pick it up by disallowance ? 

Mr. GuasMANN. That is right. 

Mr. Byrnes. Frankly, I have difficulty in understand whether or not 
it is wise for Congress to get into that kind of detail and establish 
4 percent as the interest that. has to be paid or that 3 years has some 
magic aspect to i* that makes it a bona fide distribution. 

I wondered what justification you could make, No. 1 of the 4 per 
cent; No. 2, of the 3 years as having any great significance. 

Mr. Guasmann. I think both of those areas are areas for the com 
mittee to explore to see whether reasonable modifications should be 
made. The 4 percent figure was based upon the actual interest rate 
that most cooperatives pay when they do give interest-bearing obli 
gations, based upon the Agriculture Department studies in this area 
I think it would be perfectly possible, rather than have a fixed 
percent figure, to tie it into whatever the current interest rate might 
be with the cooperative banks, for example, so that I don’t think there 
is any magic to a fixed 4 percent figure. 

Mr. Byrnes. I just wonder why Congress should get into the 
matter of establishing what, for instance, is a reasonable rate of in- 
terest that should be paid between, let’s say, an entity and its members 
or between two people, or what should be a reasonable period of time 
for a due date. 

Mr. Guasmann. I think the problem, Mr. Byrnes, is that if you 
are going to allow a deduction for a patronage dividend, let’s say 
of $100, that is paid in the paper form, the patron should receive 
something fairly equivalent to that $100 at that time in order to have 
a rule that would seem. to work in a reasonable fashion. 
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Mr. Byrnes. Why would it not satisfy the basic requirement if you 
simply said to be a qualified distribution it had to have a due date 
and bear interest, and that is an item for the parties to work out. 

Mr. GuAsMANN. If you had a note in the face amount of $100 and 
with, say, a 20-year due date and one-half of 1 percent interest, the 
distribution of that note to the patron, and we will say it constitutes a 
$100 deduction to the cooperative, would certainly not be worth 
anything like $100 to the patron. If he took it around to try to dis- 
count it “at a bank, assuming the financial strength of the cooperative 
at the very most the bank would probably say it is only worth $50. 

Mr. Byrnes. Four percent and the 3 years does not really establish 
the fair market value of that particular distribution at that time, any- 
way, does it? 

Mr. GiasMANN. No; it does not. It is a rule of thumb approach 
to rough equivalents. 

Mr. Byrnes. I am concerned here that, No. 1, we impose a tax on 
these funds that are today, if not escaping tax, at least having tax 
deferred on them. On the other hand, I am concerned also that we 
don’t put the Government in a position of trying to fix what interest 
rates should be paid by a certain kind of entity and the length of 
time that such an obligation could be outst: nding. Then, No. 3, I 
am also concerned that we get a formula that is not going to take 
an undue advantage of the patron himself, but I am wondering 
whether we cannot let the patrons do some policing i in this matter. 
[f they hive to pay a tax I would assume that the patron would be 
somewhat concerned that he get something from this cooperative 
with which he can pay the tax. 

Mr. GuasMAnn. Let me go back just 1 second on my answer to one 
of your previous questions. Fundamentally a fair rule would be to 
say a cooperative should have a deduction for what is taxable to the 
patron. Now, we get into problems of trying to value paper distribu- 
tions, and the Treasury’s proposal had at least two things in mind 
there. One was to get around that very difficult administrative prob- 
lem, and the second was to recognize the asserted need for farm co- 
operatives to have an opportunity to retain some of their earnings 
for a reasonable period of time. The proposal that we now have per- 
haps goes beyond that which is logically defensible, but the reason 
for this is to take account of the administrative problems and the 
importance of farm cooperatives to our economy. 

Mr. Byrnes. Thank you. That isall. 

Mr. Foranp. Mr. Harrison. 

Mr. Harrison. Mr. Glasmann. I havea letter here I got this morn- 
ing from an old friend of mine. He writes me on this subject occasion- 
ally, about 3 times a week. He says that— 

The facts remain that if the co-ops pay at least a fair share of the taxes they 
are supposed to pay, it would bring in revenue to the Federal Government, as I 
have been informed, of approximately $6.5 billion a year, which would be 
indeed a great step in reducing our national debt, as well as in preventing future 
increases in taxes to the individual as well as the corporations and, if any 
thing, permitting a reduction in taxes. 

Would this proposal that you advance this morning bring in an 

nnual revenue of $6.5 billion to the Treasury ? 

Mr. GLASMANN. It certainly would not. 
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Mr. Harrison. What would it bring in? 

Mr. GiasMANN. The problem of revenue.estimates.in the coopera- 
tive area is one that is quite difficult, as I am sure you are familiar. 

Mr. Harrison. I am, after many years. 

Mr. GuasMANN. We do not have adequate statistics, for example, 
on the net margins of the urban consumer cooperatives or the type 
of cooperative that would be owned by retailers to handle wholesale 
purchases. 

Mr. Harrison. Does this proposal apply to the urban consumer 
cooperatives ? 

Mr. GLasMANN. Yes; in the sense that they would have to make 
their distribution in cash or in qualified certificates in order to get a 
deduction for a patronage refund. 

Mr. Harrison. If they did the member would pay no tax, though, 
would he? 

Mr. GiasMANN. That is ordinarily the case. 

Mr. Harrison. And the farmer under your proposal would. 

Mr. GuasMANN. If the purchase was for personal consumption 
there would be no tax at the patronage level because it would not be a 
taxable transaction that generated the patronage refund. 

Mr. Harrison. Then under your proposal the farmer would pay a 
tax? 

Mr. GuasMANN. To the extent that the farmer is in a business and 
his purchases or sales relate to his business, he would pay a tax on a 
patronage dividend attributable to those purchases or sales; that 
is right. He would not pay a tax, however, on refunds attributable 
to amounts which were purchased for personal consumption by him- 
self and his family, such as food and clothing. 

Mr. Harrison. Do you think the Treasury can police that ac- 
curately ? 

Mr. GuasmMAnn. I know that it is a difficult problem. You were 
asking about the revenue and I think it would be helpful to get some 
of those figures out. 

Mr. Harrison. All right. Good. 

Mr. GuasMANN. Our best estimates, and they are not, I must say, 
too good, based upon the statistics available for the farmers coopera- 
tives and applied solely to the farmers cooperatives would be that if 
you had a full corporate tax rate on their present net margins with- 
out any allowance for a deduction of patronage dividends, you would 
have roughly $125 million of tax at the co-op level. 

Mr. Harrison. The full corporate tax on all net margins without 
any deductions would produce $125 million ? 

Mr. GuiasmMann. Roughly that, yes; with one caveat as to some 
intercorporate patronage refunds, as to the treatment to accord them. 
It might increase slightly if you would regard those as taxable also. 

Now, going over to the situation if you were merely to tax the re- 
tained margins and to allow a deduction for the amounts actually dis- 
tributed currently in cash, our best estimates are that if you applied a 
full corporate tax to those retained margins it would be some place 
between $60 million and $80 million. 


Mr. Harrison. What you would get from individuals you do not 
know ? 
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Mr. Grasmann. If, on the other hand, you did not apply any 
corporate tax rate at the co-op level and merely taxed the. patrons 
upon the immediate reinvestment theory approach, we estimate that 
the amount of revenue would be some place between $30 and $40 
million. 

Mr. Harrison. That would be a revival of the 1951 law in some way 
to try to make it work? Is that what you mean? 

Mr. GiasMAnn. I mean the immediate reinvestment theory of tax- 
ing the patrons upon the face value of any paper allocations or certifi- 
cates that he received. 

Mr. Harrison. What would the Treasury proposal bring? 

Mr. Guasmann. The Treasury proposal during the first 3 years, 
since we have the possibility of having no tax at either the cooperative 
or the patronage level for 3 years, would depend upon what the co-ops 
cheinielven would do. Of course all these revenue estimates depend 
upon what the cooperative would do. If, for example, you put a 
full corporate tax rate on the net margins I would think that the co- 
operatives by their pricing policies would susbtantially reduce those 
margins so as to reduce the tax. 

Getting back to the Treasury proposal, during the first 3 years if 
the cooperatives did not pay out any of their net margins in these 
qualified certificates and continued their present practices, there would 
be a corporate tax of from $60 to $80 million. On the other hand, if 
they shifted their practice and made distributions in these qualified 
certificate forms, there would be no tax at the cooperative level and of 
course the reception by the patron of a note, for example, of the co- 
operative bearing interest and payable within 3 years, would not be 
taxble to him until it was redeemed in cash. 

Mr. Harrison. Then at the end of the 3 years what would you 
estimate ¢ 

Mr. Gitasmann. At the end of the 3 years then you would pick up 
with the tax of roughly $30 to $40 million at the patron level, as the 
certificates were redeemed assuming again that the cooperative has 
followed the practice of accommodating to this change in the law. 

Mr. Harrison. Then the Treasury proposal in its ultimate revenue 
effect is about equal to the 1951 law in case it could be made to work ? 

Mr. GuasmMann. Assuming that the tax were collected in full under 
both proposals I think that that is probably a fair statement. The 
revenue involved is not the important factor here, I would think. 

Mr. Harrtson. What is the important factor? The important 
factor is the tax-free competition with tax-paying business; is that 
correct ? 

Mr. Giasmann. You have one factor that is clearly very important. 
You now have income that is not being taxed anywhere. I think every- 
one recognizes that something should be done about that. 

The second problem is one of fairness between competing businesses 
and having a move in the direction of tax equality. 

The third point, and one that is very important from the Treasury 
standpoint, is administration and enforcement of any change in the 
law. The fourth point is whether you will have legal problems with 
any particular proposal that you may decide upon. 

Mr. Harrison. The big policy reasons for legislating in this field 
are your first two; aren’t they? There is income here that is escaping 
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taxation that should be taxed and it is unfair competition with tax- 
paying business; is that correct ? 

Mr. Guasmann. I would say that the major policy reasons would be 
those two, but that you come down to the final two, however, as being 
very important as well. 


Mr. Harrison. Treasur y difficulties was one, and what was the other 
one? 
Mr. GuasmMAnn. The constitutional problem of whether you can 


impose a tax upon a man on the face value of a note which the courts 
have found has no value. 


Mr. Harrison. That is your No. 4? 

Mr. GuasMANN. That is right. 

Mr. Harrison. Let’s look at those reasons a moment, particularly 
the first two, income not being taxed anywhere, and the unfair compe- 
tition. Are you familiar with the setup of the mutual savings banks 
and the building and loan, or savings and loan associations? 

Mr. GLASMANN. Yes; I am. 

Mr. Harrison. Does the tax-exempt reserve that they are allowed 
to set aside under the existing law give them an unfair competitive 
advantage over their competitors, the commercial banks? 

Mr. Guasmann. I think that you are familiar certainly with the 
change in the law that Congress made in 1951. Prior to that time 
mutual savings and loan associations and similar mutual financial 
institutions were exempt from tax. 

In 1951 the law was changed to make them taxable, but to give them 
a special bad debt reserve deduction based upon 12 percent of deposits. 
In practice that liberal reserve has resulted in very little tax being 
paid by the financial institutions to which you refer. It is one of the 
problems that your committee had under consideration last Decem- 
ber and I am sure will certainly want to consider more fully in the 
future. 

Mr. Harrison. If we eliminated the discrimination that now exists 
and say both commercial and cooperative banks have the same reserves, 
say, 5 percent, how ar +h revenue would that mean to the Treasury ? 

Mr. Grasmann. I don’t have those figures readily available. It 
would be a substantial amount, I would suppose. 

Mr. Harrison. The figures given us during the time of these hear- 
ings this fall were to the effect that it would add $500 million a year 
to the Treasury. Would you dispute that? 

Mr. Guasmann. I wouldn’t have any way of knowing at this par- 
ticular moment whether it would be that much. 

Mr. Harrison. Could you supply us with that estimate ? 

Mr. Giasmann. Certainly. 

Mr. Harrison. It would be a great deal more, however, than you 
are going to get out of your present bill; is that right? 

Mr. GuLAsMANN. Let me say again I think there is a difference be- 
tween the two situations that you are referring to. 

Mr. Harrison. One is the farmer and the other is the banker. 

Mr. GuasMaAnn. In your financial institution area you had Congress 
at the same time in the 1951 act change the law with respect to coop- 
eratives and with respect to finance ial institutions. Now, since that 
time court decisions have thrown out what Congress did in 1951 with 
respect to cooperatives and that I think is the reason that you are now 
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faced with the problem of trying to do something in that area. That 
is not to say that something shouldn’t be done in the other area as well, 
but I think it would be a matter that Congress would have to consider 
fully with public hearings. 

Mr. Harrison. Has the Treasury any recommendation in that area? 

Mr. Guasmann. We are working on the matter in conjunction with 
your staff. We don’t have a rec ommendation at this particular point. 

Mr. Harrison. You go in a little ahead, however, to tax the coop- 
erative over taxing the banker, or taxing the farmer over taxing the 
banker. 

Mr. Guiasmann. Again let me say that the court decisions that 
frustrated the intent that congress had in 1951 in the cooperative 
area have made it clearly necessary that you have legislation in this 
field. 

Mr. Harrison. Let me ask you, Do credit unions have any competi- 
tive advantage or tax-exempt status relative to people paying tax in 
that area ? 

Mr. GLasMANN. Credit unions are not taxable. 

Mr. Harrison. Has the Treasury any recommendation in that area? 

Mr. GuiasmMann. In that area, of course, the interest payments to 
the members of the credit union are paid in cash and they pick them 
up and report them in income. Whether we would have recommenda- 
tions in the credit union area I would not be prepared to say. I would 
doubt it. 

Mr. Harrison. That is the same as the 1951 act in this field then? 

Mr. Guasmann. No. There is quite a difference between the co- 
op and the credit union situation. I think every one, at least in the 
Treasury, would say to the cooperative: “Fine. Take a deduction for 
cash payments of patronage dividends.” It is when the co-op distrib- 
utes something having no value to the recipient that we question 
whether it should get a tax deduction. 

Mr. Harrison. Let’s go into another field a minute. Are you fam- 
iliar with the Boggs bill dealing with mutual insurance companies? 

Mr. GuasMANN. Mutual fire and casualty companies; yes, sir. 

Mr. Harrison. In your opinion do mutual casual and fire insur- 
ance companies have a competitive tax advantage over the stock com- 
panies ? 

Mr. GuasMAnn. I think the Treasury has recognized that the law 
in this area has a number of inadequaci les and that the Ways and 
Means Committee should look into the area and see whether changes 
are appropriate. 

Mr. Harrison. However, the Treasury has submitted no recom- 
mendation as yet with reference to the proposals in the Boggs bill? 

Mr. GuAsMANN. We have submited, as you know, our report in some 
detail. 

Mr. Harrison. I don’t know. 

Mr. GLASMANN. Pointing out the fact that you are dealing in a very 
complex area—as you know, when you get into the insurance field 
there are all kinds of problems that ‘have to be considered—and sug- 
gesting that the interested groups be given a chance to present their 
views to the committee. 

Mr. Harrtson. It is a complex area when you are dealing with any 
of these. There isn’t anything more complex and these cooperatives 
are like “the house that Jack built.” 

51696—60——3 
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Mr. GuiasmMann. I think the experience of the committee and the 
Treasury with the life insurance bill illustrates the difficulties that 

ou have in the insurance field. I might say that in the life insurance 
bill, account was taken of the fact that a part of the premium paid 
by a policyholder in a mutual life insurance company may represent 
a redundancy and that under step 2 of the bill a deduction was al- 
lowed a mutual company for policyholder dividends. There again 
the deduction was allowed only or a cash payment. 

Mr. Harrison. Under this proposal of the Treasury the urban con- 
sumer cooperative would pay no tax and its members would pay no 
tax by complying with the provisions? 

Mr. Giasmann. Let me put it this way: No patron of a cooperative, 
whether it be farmer or urban consumer cooperative, would pay a tax 
with respect to a patronage dividend attributable to purchases for per- 
sonnal consumption. I don’t thing it is unique in the urban consumer 
area. The farmer co-op would have the same situation. 

Mr. Harrison. Of course, if I understand, what you are asking me 
to do is to go down in my rural district and tell the farmer’s wife that 
she has to pay a tax on the purchases she makes from her cooperative, 
but her daughter, who is married to somebody in Detroit, doesn’t have 
to pay any tax on the same purchase. 

Mr. GiasmMann. I am telling you that is not the case, that the 
farmer’s wife would not have to pay a tax on a patronage dividend 
resulting from the purchase of a dress, for example, nor would the 
patron of urban consumer cooperative. 

Mr. Harrison. But if it wasa wire fence they would, though. 

Mr. GiasMaAnn. To the extent that it relates to business, yes. ‘That 
is the whole concept of our tax law, that we tax people on income that 
is earned and we don’t tax them on reduction of personal expenditures. 

Mr. Harrison. I would be grateful if you would add to your testi- 
mony your Treasury estimates of what revenue we would get if we 
adopted the Treasury’s thought of taxing income not being taxed and 
taxing income that has an unfair advantage, and if we, in addition, 
what we applied to the farmers, we apply to the bankers, insurance 
people, credit unions, and urban consumers cooperatives. I would like 
to ask you to put that in the record. 

Mr. GLasMANN. You mean apply our proposal to it ? 

Mr. Harrison. Sir? 

Mr. Guasmann. Apply our proposal to all of these types of organi- 
zations ? 

Mr. Harrison. No; I think the question would be as to what rev- 
enue would come in if we abolished all distinctions and competitive 
advantages that one has over the other. For instance, in the banking 
field if we made the reserve 5 percent for the cooperative as we do for 
the taxpaying banker, and if we taxed all margins in cooperatives at 
corporate levels, what would be the revenue ? 

Mr. GuasMANN. Let me ask one thing, Mr. Harrison. It may be 
that when we get back with our estimators they will find that the 
broad question you have given may not be sufficient for us to really 
come to grips with what it is you want, and if I could talk to you 
perhaps later we could work out the type of estimates that you are 
interested in. 
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(The following estimates were supplied in response to the request of 
Mr. Harrison :) 


Available data relating to such organizations as consumer cooperatives and 
cooperative wholesale organizations of retailers are not adequate for tax esti- 
mating purposes. Rough approximations can be made of the additional revenue 
which might be expected under various proposals for taxing the income of 
farmers’ cooperatives and certain mutual financial institutions. 


Gain 
(In millions 
Farmers’ cooperatives : of dollars) 
(a) Tax cooperatives on net margins before patronage dividends___ 100-150 


(Based upon present net margins and assuming the continu- 
ance of present pricing policies. The revenue would vary 
with the treatment of intercooperative refunds and the effect 
of the additional tax on cash distributions to patrons.) 
(b) Treasury recommendations (H.R. 7875) : 
1. Assuming cooperatives make no changes in present pric- 
Sie Wee were ete a La 6U-80 
2. Assuming cooperatives make no changes in present pric- 
ing policies but adjust refunds so as to minimize tax 
WO CR se scscicdccnteebirnd ani kleine kethed codon eee 30-40 
(There would be no additional revenue for the first 
few years.) 
Mutual financial institutions: 


Mutual savings banks and savings and loan associations______._--~ 185-215 
Reduce reserve ceiling from 12 percent to 5 percent of total 
deposits. 

(Assuming no change in present dividend policies. ) 
CGE SR ek ei a a a a 10-20 


Remove tax-exempt status and provide reserve ceiling of 5 per- 
cent of total deposits. 


(The immediate effect may be smaller. Assumes no change 
in present dividend policies. ) 

Mr. Foranp. I think it would be appropriate, too, for members to 
ask for estimates that are within the confines of the notice of these 
hearings and not to bring into this record estimates that are not 
related to the specific subject matter of the hearing, so I would suggest 
that Mr. Harrison and Mr, Glasmann when they do discuss later on 
what it is Mr. Harrison has in mind bear that fact in mind also. 

Mr. Harrison. I am trying to estimate the revenue involved in tax 
inequalities enjoyed by cooperative, mutual organizations. 

Mr. Foranp. That might well be within the subject of this hearing, 
of course. 

Mr. Keoeu. Mr. Chairman. 

Mr. Foranp. Yes. 

Mr. Krocu. Your statement has to a degree minimized the necessity 
for my making this brief statement on the record. I would normally 
be impelled to seek to enlarge the questions put by my friend to my 
right perhaps with a greater degree of accuracy, vis-a-vis the situation 
of commercial banks and other types of banks, but I shall not, because 
of the action of the committee in limiting these hearings, engage in 
that inquiry now. 

I do, however, want the record to note that I am alert to the possi- 
bility that it may be necessary in the future to do so and I would not 
want my failure to do so now to be taken by anyone as an indication 
that I agreed either with the questions put by my friend or the 
answers given to him. 

Mr. Foranp. Mr. Knox will inquire. 
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Mr. Knox. Mr. Glasmann, H.R. 7875 would not deal with the other 
tax equality problems that Mr. Harrison has set forth for your con- 
sideration; that is, with respect to taxing mutual savings banks, 
building and loan associations, and credit “unions? 

Mr. GuasMANN. It would not. 

Mr. Knox. It could not, is that right, because this is a separate piece 
of legislation dealing with a specific problem to correct a law that in 
effect. ~ ade inoperative by a line of court decisions ? 

Mr, GuasMANN. This is a separate piece of legislation designed to 
deal with cooperatives other than of the type Mr. ‘Harrison mentioned, 
the various other mutual types of activity. 

Mr. Knox. I may say for the record that my mail has not indicated 
any great concern over the taxation of farmer cooperatives. My mail 
is heav y on the question of equity in taxation for the mutual savings 
banks and building and loan : associations with the stock banking insti- 
tutions. I am wondering why it is that we are confronted today with 
only one subject m: itter instead of dealing more generally with the 
entire matter. 

Mr. Foranp. Is the gentleman from Michigan addressing that ques- 
tion to me as chairman of the committee? If so I can advise the 
gentleman very promptly that the hearing today results from specific 
action of the committee, and its limitation as set forth in the notice of 
the hearing is in accord with the decision of the committee that this 
particular subject matter be the basis of this hearing, and the hearing 
was not extended to other subject matters by action of the committee 
in executive session. 

Mr. Knox. Mr. Chairman, I fully realize this was a subject on 
one issue of taxation, namely, the taxation of cooperatives. However, 
Mr. Harrison introduced this question of taxes on mutual savings 
banks and building and loan associations. What I asked Mr, Glas- 
mann was to this effect. Is the consideration before us now so limited 
in scope that it would not include these other matters. 

Mr. Foranp. I misunderstood. 

Mr. Guasmann. H.R. 7875 would have no application in the areas 
to which you refer. 

Mr. Harrison. Will the gentleman yield there? 

Mr. Knox. Yes. 

Mr. Harrison. Of course the issue, however, is, and it has to be, 
whether or not in approaching the inequality of taxation and the dis- 
crimination of taxation we should adopt legislation aimed at farmer 
organiaztions only and leave out others where the problems may be 
as pressing. 

Mr. Foranp. Mr. Herlong. 

Mr. Hertone. Thank you, Mr. Chairman. 

Mr. Glasmann, I am asking a question seeking information. Your 
proposal calls for the cooperative to be permitted to deduct from its 
taxes such amount of money as it pays out in retained certificates and 
cash at the time that it is given out or within 3 years, provided it 
bears a specified interest rate. Getting back to the question about 
the 3 years that Mr. Byrnes was asking earlier, so that we will know 
something about how much of a change this will be from the present 
operation of cooperatives, do you have any figures on the average 
length of time it takes a cooperative today to pay out those retained 
certificates ? 
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Mr. GuasMANN. I believe in my prepared statement I indicated 
that the average was approximately 9 years, but the individual co-op 
situation could go all across the board. 

Mr. Hertona. As a matter of fact, some cooperatives pay it out 
in cash each year, but then there are the others I believe who never 
pay it out. 

Mr. GuasmMann. I think that is the situation, that some are pretty 
much on a cash basis and others are paying nothing out. The studies 
that we made of a number of cooperatives covering the years 1954 
through 1958 indicated that at least for the 5-year period studied 
there were several of the group that paid out nothing in the way of 

cash. There were others that paid out very substantial amounts. 

Mr. Hertonc. However, the average you figure is about 9 years? 

Mr. GLAsMANN. According to the 1957 study of the Department of 
Agriculture, of 1,157 cooperatives that was the average period of 
retention. 

Mr. Hrrtone. So your bill would require a change cutting them 
down by at least two-thirds of their time that they have now to pay 
these retained certificates off ¢ 

Mr. GiasMann. The Treasury’s proposal would mean that co-ops 
would not get a tax deduction unless they paid their patronage divi- 
dends in a certain form. It would not mean that they would neces- 
sarily have to cut down the amount retained or the revolving period. 
It would just mean they wouldn’t get a tax deduction unless they did, 
until they actually paid their retained earnings out in cash. 

Let’s suppose a cooperative pays a patronage dividend in the form 
of a paper certificate that is noninterest bearing and has no due date. 
It would get no deduction at the time of distribution of that paper 
certificate. If 10 years from now the paper is redeemed, at that point 
it would get a tax deduction. 

Mr. Hertone. Against that year’s inc ome ¢ 

Mr. GuasmANN. Against that year’s income. 

Mr. Hertone. Thank you. 

Mr. Foranp. Any further question? Mr. Knox. 

Mr. Knox. Mr. Glasmann, what effect, if any, would this proposed 
legislation have on your REA co-ops ¢ 

Mr. GuasMANN. I indicated in my statement that it would have no 
effect on the REA cooperative. 

Mr. Knox. I am sorry that I was necessarily a little late coming in. 
It ha possib ly in the beginning of your statement. 

Mr. GLASMANN. Yes. 

Mr. Knox. And it would not have an effect on the cooperative level ? 

Mr. GLASMANN. It would not have. 

Mr. Knox. It would not? 

Mr. GuasMAnn. No. REA co-ops are exempt under section 501 of 
the code just as a number of other organizations that are listed there, 
and this would not change that situation for the REA’s. 

Mr. Knox. That is all. 

Mr. Foranp. Any further questions ? 

Mr. Glasmann, let’s carry that point raised by Mr. Knox just a bit 
further. I apologize again for not being present when you delivered 
your full statement. The provision of law which was enacted in 1951 
by the C ongress deals with the problem of the taxation of earnings of 
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cooperatives. It did not in any way, did it, affect the earnings of REA 
cooperatives ? 

Mr. GuasMANN. No. 

Mr. Foranp. That is in one section of the law and the other types 
of cooperatives to which we were addressing attention in 1951 were 
in another section of the law ? 

Mr. Guasmann. A completely separate section; that is right. 

Mr. Foranp. Does the proposal of the Treasury as set forth in the 
bill oe by our late colleague address itself to both these para- 
graphs? 

Mr. Guasmann. No. It would only cover the farmer purchasing 
and marketing cooperative and the other business cooperatives and 
would not cover the REA type cooperative at all. 

Mr. Foranp. It would have no reference whatsoever to REA co- 
operatives, and the provisions for exempting those cooperatives is 
in another section of the law. 

Mr. GuasMann. That is right, section 501(c) (12), I believe. 

Mr. Foranp. Mr. Glasmann, do you interpret the proposal of the 
Treasury Department as one possible method of trying to reenact the 
interpretation which Congress had in 1951, or is it something different 
from that ? 

Mr. Giasmann. I think that it certainly goes beyond what Con- 
gress did in 1951. 

Mr. Foranv. Would the Treasury be satisfied if the Congress could 
enact legislation that would give meaning to the intention that the 
Congress had in 1951 # 

Mr. GuasMANN. In my prepared statement, Mr. Chairman, I indi- 
cated our reasons for objecting to an attempt to merely reenact the 
immediate reinvestment theory. We do not think that it represents a 
reasonable and fair solution to this problem. 

Mr. Foranp. I didn’t hear your statement and will you for my bene- 
fit not read it, but very briefly tell me why it doesn’t represent a fair 
solution ? 

Mr. GLasMANN. Let me say first that it is at page 17 and the balance 
of my statement—but the first point that I made was that the immedi- 
ate reinvestment theory which was thought to be the law at the time 
of the 1951 act does result in certain cases, in the farmer being re- 
quired to report as income amounts which he does not in fact receive. 
The court in the Long Poultry case, as you recall, indicated that, in 
addition to raising a substantial constitutional problem, it didn’t seem 
as though it was a fair way to impose a tax upon the farm patron. 

Second, we at the Treasury are quite concerned about the admin- 
istrative problems in collecting a tax from persons who receive paper 
allocations or paper dividends when they don’t have the money to pay 
the tax or when they don’t view the paper as actually something that 
is taxable. I know that in Secretary Humphrey’s letter to the com- 
mittee back in 1955, when the Treasury pointed out the problem that 
had arisen under the court decisions, he pointed out the numerous com- 
plaints that the Treasury had had from farmers and others who felt 
that it was completely unfair that they should be taxed at the face 
amount of these certificates that the courts had found to have no value. 
I think those probably are our basic reasons for feeling that the 1951 
act probably is not a proper solution. 
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The final one, of course, is the competitive situation. It seems to 
us that to allow a full retention by the cooperative of earnings with 
the tax passed on to the farmer does give somewhat of an unfair com- 
petitive advantage to the cooperative over competing businesses that 
have to expand on after-tax income. 

Mr. Foranp. Mr. Glasmann, I am sure that you recognize that 
there are some cooperative patrons that include as a part of their 
income the face amount of the certificate in the year in which it is 
received from the cooperative at the present time. 

Mr. GuasMANN. Yes; lam sure there are some. 

Mr. Foranp. All right. In that situation the apparent intention 
of the 1951 act is being carried out and the tax is being paid as that 
law intended by the recipient, not only of the cash distribution, but 
of the certificate as well, in the year in which the cooperative earns 
that income for the benefit of the cooperator. That means that the 
fellow who is now following that provision is doing exactly what was 
intended when the 1951 act passed. The Treasury proposal says to 
that person that we don’t want you to pay your tax in the year in 
which you receive your certificate, but we will give you 3 years from 
that date to pay the tax when the cooperative hands you money for 
the certificate. How is that better as a solution of this problem than 
this action by some cooperators that I know of who carry out the 
intention of the 1951 law ¢ 

Mr. GuiasmMaNnN. I think the basic problem we have is that our expe- 
rience has been that most farmers report their income on the cash 
basis. They do not use the accrual basis of accounting because they 
oftentimes think that is more complex than merely keeping their books 
on a cash basis, and that in that posture there are caine numerous 
cases where they do not regard a paper allocation as the equivalent of 
cash. 

Mr. Foranp. I am talking about the case where this individual does 
regard it as taxable and includes it in his income, and I know of 
people who do that. You may be surprised. I don’t know how 
many, but in the area I represent, where some cooperatives operate, 
I have had a number of people tell me that they thought that was the 
law, that they had to do it, and they are doing it now. 

Mr. Guasmann. Under the existing law as it is spelled out in the 
court decisions, the patron is required to include in his income at the 
time he receives it the fair market value of whatever paper allocation 
or document he receives may have. Now, in some cases it is conceiv- 
able that the document may have a value that is equal to its face 
amount. In those cases of course the patron has no complaint. In 
other cases he receives non-interest-bearing documents with no due 
date and the question then comes, What value do you assign to that? 

Now, if the patron has assigned face value and reports it in a volun- 
tary way, of course we collect the tax and perhaps that is fine, but we 
have all kinds of people who don’t think that is the way they should 
report their income and they are willing to litigate the question. 

he CuarrMan. All right. What investigations have we made to 
determine the number of cooperators who paid the tax in the year in 
which the earnings develop through inclusion of the full amount of 
the certificate and how many do not? Have we made any study to 
decide whether a majority of them do or a majority of them do not 
actually include the payment? 
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Mr. GuasMAnn. We have not made such a study, Mr. Chairman. 
The instructions that go along with our tax return forms and in our 
farmers tax guide pamphlet indicate that the patrons should report 
their patronage refunds when received to the extent of the fair mar- 
ket value, or 1f they have no fair market value, then at the time the 
document is redeemed. 

I suppose we could undertake such a study, but I do not know if it 
would help much in the way of proving anything because we still 
would be faced with the fact that you have many patrons who com- 
plain about such treatment and have the courts, that have supported 
them, say that they do not have to report such income because they 
actually have not realized income. 

The Cuamman. Frankly, I have had some basis of concern over 
the fact, and I am not attributing this to you because it ered 
before you became the assistant to the Secretary of the Treasury, or 
before this present Secretary of the Treasury took his office and per- 
haps before some of his predecessors did, but the cases that we always 
refer to as having established the theory of fair market value in de- 
termining what should be included by the cooperators did not develop 
as a result of the enactment of the 1951 act, did they? They came 
into existence under legislation that was in existence before the 1951 
law or at least 

Mr. GuasMANN. You had several cases, Mr. Chairman, that related 
to the ees law that were decided after the 1951 act. For exam- 
ple, the Carpenter case in 1955, 

The Cratrman. Where were they decided, Mr. Glasmann, in the 
district courts or in the Tax Court or—— 

Mr. Grasmann. The Tax Court and a number of cireuit courts. 

The Cratrman. Did the Treasury appeal any of those decisions 
beyond the Tax Court or the district court ! 

Mr. Gurasmann. To the circuit courts; yes. 

The Crarrman. The circuit. court sustained the point that these 
amounts should not be included except to thie extent of the fair market 
value. 

Mr. GuasmMaAnn. That is right; for example, the fourth circuit in 
the Long Poultry case the Government argued—— 

The Cuarrman. Did the Treasury make : any effort to seek further 
court action ? 

Mr. Giasmann. We had lost, as I understood it, several circuit 
court cases involving cash-basis taxpayers with the years prior to the 
1951 act involved. We lost—— 

The Cuatrman. Are you so convinced, as a result of Treasury ac- 
quiescence in the position of the courts, that in correcting this provi- 
sion of law, if it is to be corrected, we must give due allowance to this 
theory of the court that these certificates can only be taxed to the ex- 
tent of their fair market value? Has the Treasury agreed that that 
is a point that must be taken into consideration in any action in this 
area. 

Mr. Grasmann. I think quite clearly it is a point that has to be 
taken into consideration because the language of the courts is such 
that certain litigation will be invited if an attempt is made merely to 
reinstate the intention of the 1951 law. The courts have held the 
immediate reinvestment theory to be unrealistic and that, in fact, the 
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farmer, in cases where there is no due date, no interest, and such on 
the paper allocation, has received no income. One of the courts al- 
luded to the substantial constitutional question involved in trying to 
tax the farmer in that situation. 

The fourth circuit in the Long Poultry case 

The Cuarrman. Would it be possible for the Congress to, in some 
way, treat the situation, as I think the Congress intended to treat it in 
1951, on the p: artnership basis and impose a tax that way 

I am not talking about this business of imputing to anybody any- 
thing or saying that there is a constructive return of the money or any 
of those points. But, technically, is it impossible to resolve this on the 
basis of treating of these operations as a partnership, as I think the 
Congress intended to do in 1951? 

Mr. GuasmMann. I think what you have is a corporation in these 
situations. They have centralized control and all the other attributes 
of the corporation. So really the question comes down, I think, to: 
Can you tax the income of a corporation to its shareholders where 
that income is not distributed? Now, it may be that you can. | 
think, however, that it may raise a constitutional question under 
Eisner v. Macomber. 

The Cuatrman. How did we get around that question when we gave 
the corporations with limited ownership the opportunity of being 
taxed as partnerships? They did not have to distribute all their 
money to the stockholders to get that treatment ? 

Mr. GuasMANN. You are t: alking now about subchapter 5S, I believe. 

The Cuamman. Yes, sir. 

Mr. GuasMANN. I believe the way we got around that situation was 
to require each shareholder to consent with the Treasury to be taxed 
on the income of the cor porat ion. 

The Cuarrman. Is it not possible to apply the same doctrine of tax 
treatment to the ear nings of ¢ ooperat ives? 

Mr. Guasmann. I think the difficulty might be in the consent 
factor. Where you are dealing with only 10 or less shareholders, you 
have a relatively small administr: ative problem, although complex in 
itself. But the typical farmers’ cooperative may have anyplace from 
60 to 600 or many more patrons, 

One of the large regional cooperatives of the centralized type has, 
I understand, as many as 300,000 patrons. So that vou get into a 
pe of the mechanics of obtaining the contents that would have to 
be filed with the Treasury Department agreeing to this form of taxa- 
tion. 

The Cuamman. The difficulty I have with the Treasury suggestion 
among others in this: that you reached the arbitrary conclusion—and 
it is arbitrar y—that this money earned in the year 1960 is to be taxed in 
the year 1963. Why should they pay in 1963? Why should it not be 
in 1965 or why should it not be in 1967 or why should it not be in 
1969, if we are to say it is all right for a lag to occur in the payment 
of the tax? Why should it. be just 3 years? 

Mr. GuiAsMANN. There are only two reasons, Mr. Chairman, I 
think you can give to justify the 3-year rule on qualified paper bearing 
interest. 

One is that the more logical rule of saying the cooperative can have 
a deduction only for the fair value of what it pays to its patrons and 





32 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


that the patron will pick that amount up in his income in the same 
year raises difficult problems on how to value the noncash distribu- 
tions. 

Some of your witnesses last December pointed out that it is prac- 
tically impossible to arrive at a value even in the case of an interest- 
bearing dhligttion issued by some of the cooperatives. Therefore, 
from the administr: ative standpoint the Treasury sought to get around 
that problem by saying that so long as the co-op makes its ] patronage 
dividend in the form of qualified paper with a reasonable rate of in- 
terest and due within a short time, so that we have practically current 
taxation, the cooperative can deduct the face amount of the paper 
at the time of distribution and the patron will only have to pick it up 
in income when it is redeemed or sold. That is the first point. 

And the second, Mr. Chairman, was that it was an accommodation 
to the need for cooperatives to retain for a period of time a portion of 
their net margins without tax. 

The CHAIRMAN. Mr. Glasmann, very frankly, as I have tried to 
analyze the suggestion of the Treasury for amendment of this pro- 
vision of the law, I have been unable to conclude whether the proposi- 
tion concerned itself more with the application of tax or with the re- 
quirement of the cooperative to divest itself of money. If you require 
3 years, that is not any fixed time. It could be a year; it could be 2 
years, or it could be 10 years, by subsequent action of the Congress. 

Are you thinking in terms, in suggesting this, of the point of taxa- 
tion exclusively, or are you also thinking, as you make this suggestion, 
of what may be to you or to the Treasury the desirability of requiring 
these funds to be divested within a period of time? Now which is it 
or what is it ? 

Mr. GuasMann. I think we have in mind the factor of fairness not 
only to the taxpaying public and competing businesses but to the 
recipient of the document. To impose the tax at the level of the re- 
cipient on the assumption that he has received $100 when he has 
actually received nothing seems rather harsh and difficult to justify. 
The reasonable rule would be to say that the cooperative can have a 
deduction for any amount which it in fact pays to its patrons so long 
as the amount that it pays is equal to the amount picked up by the 
patron. 

Going beyond that in trying to accommodate to the needs of the 
cooperatives and also to the Treasury’s needs for flexible means of 
administering the law, we have allowed that 3-year retention period. 

The Cnamman. But even if all the cooperators on your proposal 
want to leave 10 percent of their earnings in a cooperative, they may 
think that that is to their own advantage. But you try to develop an 
arbitrary rule that requires a cooperative to divest itself of all of that 
money within a period of time. I cannot avoid the thought that you 

may be thinking somewhat, along with the element of taxation of these 
earnings, in terms of the desire to require a cooperative to divest itself 
of moneys. I am not quarreling with you. 

Mr. GiasMann. There is certainly an element of fairness to com- 
peting business. 

The CuarrmMan. I am not quarreling with you if that is your 
thought. I want to understand. 
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Mr. GiasMANnN. That is certainly one of the possible elements: 
fairness to competing business of allowing a retention of earnings 
at the cooperative level without tax. 

The CuarrMan. But if you tax them, if you tax them to somebody 
in the year in which they are earned, you cannot say that they are 
being retained without somebody paying a tax. 

Mr. GrasMann. That is true. 

But the place that you tax them, since it is down at the level of the 
member or patron, who oftentimes may have very little to say about 
what is going on in the situation, imposes the tax, we think, unfairly ; 
if the cooperative wants to pay out its earnings in cash and then have 
its patrons voluntarily reinvest their capital, that seems to me perfectly 
proper. 

The Cuarmman. I am not talking about, at the moment, who should 
pay the tax. But if atax is paid by somebody in the year in which the 
money is earned, whether that money is distributed or not distributed, 
then the argument cannot be made that those funds are retained with- 
out somebody having paid their taxes, can it ? 

Mr. Guasmann. I would certainly say that you are right, that you 
cannot make the argument that somebody has not paid the tax if in 
fact. we could collect the tax. One of the problems, of course, of im- 
posing the tax down at the patron level is being able to collect the 
tax. 

The Cuarrman. You always get to the question of where should 
the tax fall? Should the tax fall on the cooperator? Should the tax 
fall on the cooperative itself? 

I am satisfied that there will be farmer-members of cooperatives, 
for example, who would say they would not want to pay a tax on some- 
thing they had not received. There might be some of them that would 
say that. But, if they agreed to it, and they are taxed in the year in 
which the certificate is issued, representing their part of the overall 
profits made by the cooperative in behalf of the cooperators, would 
not that resolve the problem ¢ 

Mr. GiasMaANnn. Let me put it this way: I do not think that under 
our basic system of taxation that if I earn income I can walk around 
to you and say, “Mr. Mills, would you agree to pay tax on my income?” 
and thereby shift my tax to you. 

The Cuarrman. Oh, then, you treat this as two separate entities, 
for purposes of taxation ? 

Mr. GtasMANN. Yes; you have certainly a separate corporation that 
is earning income. If it is going to distribute that income as patron- 
age dividends it is allowed a deduction and should be we think 

The Cuatrman. You would extend that same principle to any other 
corporation ¢ 

Mr. GiasMANN. I think that same principle applies to other corpo- 
rations. We tax the corporation separately on its income and regard- 
less of the shareholder agreeing to pick up that tax we tax it unless 
they come within the concept of subchapter (s). 

The Cuatrman. There is the concept there of two entities for pur- 
poses of taxation. I have some difficulty then getting to the conclu- 
sions that you do. I thought you were approaching this on the basis 
that the cooperative could be taxed within the limits of your bill as 
though it were a partnership operation. 
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Mr. GuasMANN. No, I do not believe that is our suggestion. 
The CuatrmMan. You want no tax under your proposals when actual 
distributions are made to the individual cooperator but the individual 
cooperator is going to pay the tax provided the cooperative performs 
within the limits of your proposal. That is a type of partnership 
arrangement. 

Mr. GuasMANN. No, I think it is an arrangement that is quite the 
same for example as that of a mutual life insurance company, where it 
can take a deduction for policyholder dividends under phase 2 of the 
new life-insurance tax law. 

The Cuarrman. No. You are saying here that you are going to 
tax these people when the money is in their hands. 

Mr. GLASMANN. Let’s take a—— 

The CuHarrMan. You are going to require the money to get into their 
hands sooner than it might otherwise get there. You are not imposing 
a tax on the cooperatives as long as the cooperatives do as you say. 
In your bill there is no tax on the cooperatives. The tax is on the 
individual just as though it were a partnership operation. I thought 
that is what you had in mind. 

Mr. GuasmMann. I would not phrase it as a partnership operation. 
We would view it as a separate corporation having certain deductions 
for tax purposes among which would be a deduction for patronage 
dividends paid in the form of cash or qualified certificates. We would 
maintain certainly the separate taxable entity of the cooperative 
because you would have to have that in the event it did not make its 
refund payments in the specified form. It certainly would be taxable 
upon any retained earnings that do not get passed out in this qualified 
form. So that you have a separate entity of a corporation and you 
have members. The cooperative would still have a tax advantage 
which no other corporation would have, that of obtaining a deduction 
for amounts paid out from its net margins to its members. The mem- 
bers at that time would pick up the income. The cooperative would 
get a deduction. 

The CuarrMan. I am sorry to take so much time. I could go on. 
But I will not. 

Any further questions of Mr. Glasmann ? 

Mr. Glasmann, we thank you, sir, for giving us the views of the 
Treasury on thismatter. Thank you, sir. 

Mr. GLAsMANN. Thank you, Mr. Chairman. 

The Cuatrman. Our next witness is a representative of the Depart- 
ment of Agriculture, Mr. Joseph G. Knapp, Administrator of Farmer 
Cooperative Service. 

Mr. Knapp, we are pleased to have you with us this morning to 
present the views of the Department of Agriculture. You are recog- 
nized, sir. 


STATEMENT OF JOSEPH G. KNAPP, ADMINISTRATOR, FARMER 
COOPERATIVE SERVICE, DEPARTMENT OF AGRICULTURE 


Mr. Knapp. Mr. Chairman, I appreciate the opportunity to appear 
before your committee. 

My remarks will deal with the significance and economic character 
of farmer cooperatives, and some pertinent statistical data with respect 
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to them, as these considerations have an important bearing on the 
problems before you. 

Farmers have long used the cooperative form of business organi- 
zation to perform essential services for themselves. The cooperative 
form of business is uniquely adapted to the needs of agriculture, which 
is carried on by millions of individual farm business units. The opera- 
tors of these units have no other effective way to obtain the advantages 
of large-scale organization and operation comparable to those avail- 
able to industry, business, and labor, and still retain their own inde- 
pendence. 

It has long been national policy to aid and encourage the establish- 
ment, operation, and growth of farmer cooperatives as an effective 
and proven means of helping farmers help themselves to achieve a 
free, expanding, and progressive agriculture. 

Our national experience over many decades has demonstrated that 
farmer cooperatives are essentin! agencies within the framework of 
our American system of private competitive enterprise through which 
farmers can achieve the bargaining position they must have (a) to 
secure the highest possible returns consistent with economic conditions 
for products sold; (4) to acquire tools, materials, and services needed 
for production at reasonable costs; and (¢) to obtain effective repre- 
sentation of their interests in dealing with nonfarm groups. 

A review of the past hearings of this committee indicates that the 
distinctive character of cooperatives is not generally understood. 
Some witnesses have been unwilling to admit that a cooperative op- 
erates primarily to serve members at cost rather than for profit. But 
it is a fact that when a group of farmers establishes a cooperative their 
object is to serve themselves at cost, and they are primarily interested 
in improving their own incomes. Farmers look upon their coopera- 
tives as extensions of their own farming enterprises—as the marketing 
or purchasing departments of their own farms. They do not look 
upon their cooperatives as outside investments any more than they 
would look upon their fields, barns, and implements in this way. 

It is the first basic principle of a farmer cooperative enterprise that 
ownership and control are vested in the hands of the farmers who use 
its service, whether for marketing or for obtaining supplies or services. 
The control is exercised by the owners as patrons rather than as 
investors. In no other form of business firm do we find a comparable 
patron-owner relationship. 

The second basic principle of a farmer cooperative is that opera- 
tions are conducted on a cost basis. Since it is impossible to anticipate 
all costs, this is usually achieved by providing for returns to patrons 
on an equitable basis of any overcharges for goods or services pur- 
chased or of any underpayments on products marketed. Distribu- 
tion of this overcharge or underpayment is called a patronage refund. 

Sometimes cooperative marketing operations are conducted on an 
agency basis, with the products pooled or unpooled. In such case any 
savings from the cooperative effort are distributed as a part of net 
sales proceeds and there is no patronage refund. In contrast, the 
primary objective of non-patron-owned firms is the maximization of 


margins over costs for the benefit of owners in their capacities as 
investors. 
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The third basic principle of a farmer cooperative is that returns 
on capital are limited. It recognizes that members are primarily in- 
terested in the advantages they derive as patrons from services per- 
formed. Since financial benefits in a cooperative are distributed to 
patrons on the basis of their use of its services, such benefits cannot 
enhance the value of shares of stock and result in capital gains. Be- 
cause of this fact the capital available to a farmer cooperative can for 
the most part come only from its members. 

In order to qualify for the limited exemption provided in section 
521 of the Internal Revenue Code of 1954, a farmer cooperative must 
comply with a number of very real restrictions on its business activi- 
ties. The most important of these are (1) it must be a farmer-owned 
and controlled organization; (2) it must limit returns on share capi- 
tal; (3) it must receive practically all of its products marketed from 
farmers, and at least 50 percent from members; (4) it must not pur- 
chase farm supplies for more than 50 percent who are nonmembers 
and not more than 15 percent for nonmembers who are nonproducers ; 
(5) it must treat any nonmembers it serves the same as members in 
business dealings generally and in allocating patronage refunds. 
Thus, to obtain the two special deductions authorized by section 522, 
qualifying associations must accept very real restrictions on their busi- 
ness activities. 

Although it is often difficult to demonstrate that the limited ex- 
emption confers any substantial benefit on a particular cooperative, 
some 62 percent have elected to so qualify, according to latest Treas- 
ury estimates. 

This indicates that they accept these limitations as being in their 
general interest as farmers and consistent with the general coopera- 
tive principles outlined above. It can be maintained that the so-called 
exemption serves to restrict the growth of farmer cooperatives by 
making them meet requirements that are not placed on other businesses. 

On the basis of a study for 1954 of 9,793 farmer marketing and pur- 
chasing cooperatives, Farmer Cooperative Service found that, after 
payment of expenses, 30.9 percent of their net savings were distributed 
in cash refunds and 55.6 percent in some deferred form—shares of 
stock, certificates, or book credits. The remaining 13.5 percent repre- 
sented dividends on stock, Federal and State income taxes, unallocated 
reserves, and other miscellaneous items. The 55.6 percent in de- 
ferred amounts provided farmer cooperatives with capital needed to 
perform services for farmer members. Moreover, substantial amounts 
of the funds comprising these deferred patronage refunds were used 
to retire prior years’ deferments under revolving plans. 

In the confusion that has been generated on this subject it is often 
maintained that the amounts deferred are never returned to those who 

rovide them; that they provide a pool of free untaxed capital. This 
1s erroneous as such a practice would soon destroy the confidence of 
farmers in their organizations. 

In our general report 32, “Methods of Financing Farmer Coopera- 
tives,” we provided information—see page 42—on the time taken by 
farmer cooperatives to pay retained patronage refunds. 

A total of 717, or almost 62 percent of the 1,157 reporting associa- 
tions stated that they had at least one form of their capital on a re- 
volving basis. These associations reported (1) the amount of revolv- 
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ing capital at the end of their fiscal year 1949; (2) additions to revolv- 
ing capital during the 5-year period 1950-54; (3) repayments of re- 
volving capital during this 5-year period; and (4) the balance re- 
maining at the close of 1954 after any repayments in this year. 

It was possible from the foregoing figures to approximate the rates 
at which revolving capital was being retired by the 717 associations. 
Briefly, the procedure made use of the 1949 amounts as a base. It is 
quite well-founded that few associations operate on less than a 5-year 
revolving period. Accordingly, the1949 totals of revolving capital 
were divided by annual average repayments for the 5-year period to 
develop approximate rates of retirement. 

On this basis, farm supply associations, both local and regional, 
showed an average revolving period of 11 years as compared with an 
average of 9 years for marketing associations. The period varied 
considerably for different types of associations. 

For cotton marketing associations it was 5 years for locals and 8 for 
regionals; for dairy marketing associations it was 9 years for locals 
and 12 for regionals; for fruit and vegetable marketing associations 
it was 9 for both locals and regionals; for poultry marketing asso- 
ciations it was 10 years for locals and 4 for regionals; for livestock 
marketing associations it was 11 years for locals and 14 for regionals; 
for grain marketing it wasl0 years in locals and 14 in regionals. 

In the December hearings reference was made to data collected by 
Farmer Cooperative Service on net margins of the major purchasing 
cooperatives. We have assembled such data for a considerable period 
of years and I believe the committee would be interested in the follow- 
ing facts on how these margins have been distributed. 

In 1954 our records for 23 of these associations show total net 
margins of $40.6 million. They paid out $14.7 million in cash divi- 
dends on stock and in cash refunds. Their deferred refunds totaled 
$20.4 million and they paid out $11.2 million in cash in repayment 
of past amounts deferred. Thus their total cash outgo was $25.9 mil- 
lion, or equal to 64 percent of the total net margins realized that year. 

In 1958 our records for 21 of these associations show total net mar- 
gins of $50.4 million. They paid out $19 million in cash dividends on 
stock and in cash refunds. Their deferred refunds totaled $22.3 mil- 
lion and the amount paid out in cash to retire past amounts deferred 
was $7.8 million. Thus their total cash outgo was $26.8 million, or 
equal to 53 percent of the total net margins realized for that year. 

I would like to make this point from this comparison. In both 
1954 and 1958 cash distributions amounted to over half of the net 
margins realized. Another significant point is that in 1954 these 
associations deferred $20.4 million and paid out in cash divi- 
dends and in cash retirements of prior years retains a total of $25.9 
million. Cash payments thus equaled 127 percent of deferments for 
the year. The corresponding ratio in 1958 was 12 percent. Another 
fact of importance is the proportion of total annual net margins de- 
ferred. In 1954 this percentage was 50 percent. In 1958 it had 
decreased to 44 percent. 

I will be glad to provide more complete information on the ex- 
perience of these associations for each year, 1954 to 1958, if desired. 

I am informed through correspondence with presidents of the banks 
for cooperatives that a considerable number of farmer cooperatives 
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pay a part of their current year’s patronage refund in cash. This 
was encouraged a few years ago as a means of helping farmers meet 
their income-tax obligations. Although the uncertainty since the 
Carpenter case may have discouraged wider adoption of this practice, 
it is still followed by many farmer cooperatives as a matter of good 
business procedure. 

Information of the Farmer Cooperative Service for the crop year 
1953-54 indicates that 76.7 percent of the marketing cooperatives 
and 91.2 percent of the farm supply associations had dollar volumes 
of less than $1 million. For the total group, 82.2 percent did dollar 
volumes of less than $1 million. Thus only 17.8 percent had dollar 
volumes of over $1 million. 

Only 2.6 percent of the cooperatives had dollar volumes of over 
$6 million. For marketing cooperatives it was 3.4 percent. For farm 
supply associations it was 1.3 percent. 

Only 1.4 percent of the marketing cooperatives and 0.6 percent 
of the farm supply associations did dollar volumes in excess of $15 
million. 

This size breakdown indicates that the dominant portion of farm 
cooperatives are relatively small businesses. 

The larger associations either serve farmers directly or are inte- 
grated with the small local cooperatives which serve individual farmer 
members. Gross volumes of the larger cooperatives merely reflect 
the purchases and marketing volumes of the millions of farmers who 
use their services. Thus it is impractical to set up any arbitrary line 
for measuring small or large cooperatives. 

The testimony presented before your committee in December in- 
dicated great couitueiois on the amounts that could be derived from 
taxing farmer cooperatives. One panelist was apparently of the im- 
pression that the fotal dollar business volume of farmer marketing 
and purchasing cooperatives should be considered taxable income. 
Another talked in terms of the Treasury being deprived of “some 
hundreds of millions of dollars of needed revenue.” 

Since this has been a subject of misinterpretation and confusion 
for many years it is important that the committee have more definite 
knowledge on the amounts that might be derived from taxing farmer 
cooperatives. 

In our study of methods of financing farmer cooperatives we ob- 
tained extensive data for the year 1954 from 1,157 farmer marketing 
and purchasing associations. Through detailed and tested statistical 
procedures the data of the 1,157 associations were expanded to apply 
to 9,793 associations listed with Farmer Cooperative Service for 1954. 
This total includes all associations listed with Farmer Cooperative 
Service with the exception of 264 associations whose dominant or total 
functions involved only negotiation for price on behalf of their mem- 
bers but did not include the physical handling of members’ com- 
modities. 

Our estimate of the possible Federal income taxes for retained allo- 
cated patronage refunds, if taxed at the corporate level, has been 
based on a detailed analysis for the 9,793 associations previously re- 


ferred to. Development of the estimated tax involved the following 
major steps: 
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(1) Classification on the basis of whether an association was domi- 
nantly marketing or farm supply; (2) commodities marketed by mar- 
keting associations; (3) local or regional classification; (4) size of 
business; (5) net savings in 1954 for the individual association sub- 
groups; (6) distribution of retained allocated patronage refunds to 
the individual subgroupings; and (7) determination of Federal in- 
come tax for each subgroup on the basis of existing corporate rates. 

This procedure revealed a total of $332 million in net savings, be- 
fore elimination of duplications arising from intercooperative busi- 
ness. Of this amount, 55.6 percent or $184.6 million were retained 
under contractual obligations and allocated to patrons. 

We understand that this is an area of primary interest to the com- 
mittee. The Federal income tax at the corporate level was then de- 
termined on these retained amounts after making permissible tax ad- 
justments to correct. for intercooperative business, and for retained 
patronage refunds of regionals allocated directly to individual farmer 
patrons on which corporate tax liability would exist only at the re- 
gional level. This analysis found that the maximum tax on allocated 
and retained refunds would be in an amount somewhere between 
$60 million and $70 million if taxed at the corporate level. 

Confusion also exists on the amount of tax on retained refunds when 
taxed at the individual patron level. Based again on our 1954 survey, 
and assuming that no corporate taxes are paid on allocated and re- 
tained patronage refunds, it appears that farmers would receive about 
$141 million of this contractual amount when repayment was com- 
pleted. At the lowest individual Federal income tax rate now in effect, 
taxes on this amount would approximate $28 million. Many farmers 
currently report these refunds at face value and pay tax on them, 
even though cash payment has not yet been received. 

I would like to brie fly describe how we arrived at these figures. 

Allocated credits to farmer-patrons for retained patronage refunds 
in the 9,360 associations totaled $112 million for local farmer market- 
ing and farm supply associations in 1954, according to Farmer Co- 
operative Service survey. To this must. be added the proportion of 
the $73 million total of allocated credits in regional cooperatives allo- 
cated directly to farmers. On the basis of individual farmer mem- 
berships in regionals serving individual farmers it appears that 39.5 
percent. of the $73 million, or $29 million should be added to the $112 
million amount for allocated credits in locals. 

This ‘yields the total of $141 million. Over the years required by 
the associations to fully retire the $141 million the tax revenue would 
be influenced by variations in the composite tax rate assumed in the 
estimate, It is our opinion that the 20 percent minimum rate is 
realistic for our purposes. Although some farmers are subject to 
higher rates, this is largely offset by the fact that others have no 
income tax to pay. 

Tt is not easy to measure the value of farmer cooperatives to farmers 
and the economy, for many of the benefits are intangible in character. 
For example, how can we measure the importance of cooperatives in 
giving farmers a sense of economic independence? How can we 
measure the extent to which all farmers are better served because of 
the standards set by farmer cooperatives in price, quality, and in type 
of services rendered ? 

51696—60—4 
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I would like to list a number of other ways in which farmer coopera- 
tives have contributed to the efficiency of American agriculture. 

They have hel farmers find markets for their products. They 
have improved the quality of products through reflecting variations 
in prices paid for quality back tothe producer. They have increased 
the business knowledge and experience of farmers. They have pro- 
vided a standard of quality, service, and price for all farm business 
transactions. They have provided information on marketing costs 
that would otherwise not be available. They have helped producers 
increase their efficiency as farmers through technical assistance and 
dissemination of information. 

Tosum up, I should like to again emphasize that farmer cooperatives 
are self-help organizations. They are designed to operate at cost for 
those who own them and use their services. This sets cooperatives 
apart from other types of enterprises serving farmers. 

A farmer cooperative exists to increase the well-being of its farmer 
members, an important segment of our economy. Me mberships in 
farmer cooperatives totaling 7.6 million are proof of their acceptance 
by farmers. These businesses are arms of the farm enterprise, and 
should be so regarded. 

That concludes by presentation. 

The CHatrman. Mr. Knapp, we thank you, sir, for giving us your 
statement with respect to the operation of these farmer cooperatives 
and the estimates that you have included in your statement. 

Are there any questions? 

Mr. Harrison. Mr. Chairman ? 

The Cuarrman. Mr. Harrison will inquire, Mr. Knapp. 

Mr. Harrison. Mr. Knapp, does the Department of Agriculture 
favor the Treasury’s proposal or is it against it ? 

Mr. Kwarr. Mr. Harrison, I am here speaking on the economic and 
general contributions of cooperatives. In view of the presentation by 
the Treasury representative, the Department is not discussing the tax 
issues, 

Mr. Harrison. The Department has no thoughts to offer the com- 
mittee on whether it should support and report out this program of 
the Treasury, or whether it should not? 

Mr. Kwarr. The Department is leaving the presentation of the tax 
issues to the Treasury representative. 

Mr. Harrison. Does the Department agree with the Treasury, then? 

Mr. Knapp. That is what I 

Mr. Harrison. Would the Department agree with President Eisen- 
hower when he said— 


There have been a lot of questions raised about the taxation of these farm 
cooperatives and their problem. As I see it, it has been well and soundly 
settled by the Congress, and there is where I take my position. 

Does the Department agree with that or does it agree with the 
Treasury ? 

Mr. Knapp. I think that I would pass that particular question. I 
have no authority to get into the discussion of the tax situation. 
The Department did not see it desirable in view of the presentation 
by the Treasury representative to make a separate presentation. ‘The 
Treasury representative has stated the administration’s position. 
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Mr. Harrison. Then the Department has no issue to take with 
the Treasury in advocating this legislation ; is that correct ? 

Mr. Knapp. At least I am in no position to discuss this phase of 
the matter. 

Mr. Harrison. Is there anybody here from the Department that 
knows ¢ 

Mr. Knapp. No, Mr. Chairman. 

Mr. Harrison. If you find anybody up there that can give us some 
light ask him to come down. 

Thank you. 

The CuatrmMan. Mr. Mason will inquire. 

Mr. Mason. Mr. Knapp, you have presented as good a picture as 
possible for farm cooperatives. That is only one section of the co- 
ops’ problem that faces the Congress. You will agree to that ? 

Mr. Knapp. Yes, sir. 

Mr. Mason. And perhaps pure farm cooperatives are the least 
troublesome, shall we say, of the co-ops’ problem ? 

Mr. Knapp. I would prefer not to get into that. 

Mr. Mason. That is all, Mr. Chairman. 

The Crarrman. Are there any further questions of Mr. Knapp? 

If not, Mr. Knapp, again we thank you, sir, for bringing to us 
the views of the Department of Agriculture. 

Mr. Kwarr. Thank you, Mr. Chairman. 

The Cuarrman. Our next witness is Mr. Carl F. Oechsle. 

Mr. Oechsle, Assistant Secretary of Domestic Affairs, Department 
of Commerce, is accompanied by Mr. Kenneth F. McClure, Assistant 
General Counsel, and Mr. I. Q. Lord, Director, Market Research, 
Office of Distribution, Business and Defense Services Administra- 
tion. All of them are here to represent the views of the Department 
of Commerce. 

Mr. Oechsle, you will present those views, I understand. 

Mr. Orcuste. Yes, sir; I will read the statement. 

The CHarrman. You are recognized, sir. 


STATEMENT OF CARL F. OECHSLE, ASSISTANT SECRETARY OF 
DOMESTIC AFFAIRS, DEPARTMENT OF COMMERCE; ACCOM- 
PANIED BY KENNETH F. McCLURE, ASSISTANT GENERAL COUN- 
SEL; AND I. Q. LORD, DIRECTOR, MARKET RESEARCH, OFFICE 
OF DISTRIBUTION, BUSINESS AND DEFENSE SERVICES ADMINIS- 
TRATION 


Mr. Orcuste. The recent hearings before this committee on the 
broadening of the tax base have presented much factual data and 
many arguments reflecting the diverse viewpoints concerning this 
subject. We endorse the general objectives of H.R. 7875, now be- 
fore this committee, and urge that legislation tending to equalize 
the tax advantages of cooperatives be enacted promptly. Our com- 
ments on H.R. 7875, together with a short review of the scope and 
impact of cooperative organizations, appear later in this statement. 

Broadly speaking, the cooperative movement is a product of the 
current century. Cooperatives appeared in fair numbers about the 
turn of the century and reflected the then current status of the 
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farmer. In those days farms were often small, poorly managed, and 
undercapitalized business operations which were at the mercy of un- 
scrupulous middlemen in the marketing of crops and the purchase 
of supplies. Under the best circumstances, the farmer suffered the 
problems of being a small enterprise bargaining with, or in, a highly 
organized system. involving many larger enterprises. In this con- 
text, the cooperatives represented primarily an effort to achieve more 
direct marketing of farm crops and thus to get a stronger bargaining 
position in the ‘sale of crops and in the purchase of staple supplies. 
Their organization was supported by Federal and State Governments 
as well as students of economic welfare. In the early stages of the 
income tax, tax rates were low and the tax exemption granted coop- 
eratives really represented more of a moral lift, or tangible evidence 
of support on the part of government, rather than the creation of an 
important economic advantage. 

Today, much of this has ‘been changed. The size of the average 
farm has increased substantially. Its capital investment is impor- 
tant and the technical skill and overall efficiency exercised by the 
modern farmer is often equal to the best found in manufacturing en- 
terprise. In this frame of reference cooperatives have grown sub- 
stantially—in part to keep pace with the needs of the members and 
in part to exploit the self-capitalization opportunities afforded by tax 
exemption. Today, taxes are not low and tax exemption has become 
an extremely important economic advantage. It should be empha- 
sized that the real growth in cooperatives as competitively important 
enterprises has occurred during the era of high tax rates. 

Under the new circumstances cooperatives have expanded both 
horizontally and vertically and have organized into regional groups 
to increase their economic power, They are no longer essentially 
buying and selling agents of their members but have, in many cases 
become full-scale private profit operations engaging in manufactur- 
ing, refining, and processing. As a result, the cooperative form of 
organization has become a major competitive problem in some areas 
and in some lines of endeavor wherein ordinary corporations or- 
ganized for profit also attempt to operate and to pay full taxes. 

We believe that cooperatives represent only a different form of 
organization for private profit or self-improvement in the economic 
sense. We believe that cooperatives produce economic income and 
that that income should be taxed when created or recognized. This 
is tax equity 

We also believe that the classification of subjects for taxation is 
necessary and proper so long as this classification gives recognition 
to the true differences in the nature of the enterprises. That, too, 
constitutes tax equity. Such considerations may call for different 
types of taxation but rarely should call for tax exemption. 

It may be that the organizational pattern of cooperatives is suf- 
ficiently different from that of corporations to warrant different tax 
treatment. If so, ample consideration would be given to these dif- 
ferences if cooperative income was taxed once either in the hands of the 
cooperative at corporate rates, or, to the extent such income was 
distributed, in the hands of the members at personal rates. This 
would constitute a substantial advantage in comparison with the 
double taxation position of corporations. Its taxation would also re- 
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move an advantage as compared with the many small unincorporated 
businesses competing with the cooperatives. 

H.R. 7875, which is currently before your committee, represents a 
forward step toward correcting the inequities in the present situation. 
This bill would have the effect of taxing at regular corporate rates 
any earnings of a cooperative which were not distributed in cash or 
in the form of certificates hi aving a maturity of not over 3 years and 
carrying an interest rate of not “less than 4 percent. Cash distribu- 
tions would be taxable to patrons in the year of ae while the 
distributions evidenced by qualified certificates would be taxable in 
the year redeemed. 

The bill appears to represent a reasonable compromise between 
the view favoring full taxation of earnings either to the cooperative 
or its members in the year earned, and the view that the cooperative 
should be permitted to finance its expansion out of tax-exempt 
earnings. The latter view would be represented by the 3-year revolv- 
ing fund provided by the qualified certificates. 

We would favor enactment of H.R. 7875 as being a real forward 
step toward tax equity in a competitive system. The hundreds of 
small businessmen competing in the same markets will welcome its 
approval. 

Consideration should also be given to the proposals put forward 
in H.R. 3150 and H.R. 3848 which appear to provide reasonable and 
practical methods of taxation of cooperatives. 

We now turn to a brief review of the scope and impact of co- 
operatives. It is widely recognized that one, if not the principal 
problem of small- and mediun n-sized business firms today is inadequate 
capital. Competition is so intense under our present economy that 
growth and modernization are essential to the continued existence of 
most business firms. The present economy is too dynamic for con- 
tinuation of business in the same old way. Not to keep up is to die 
a slow death. 

The tax structure, the demand for capital and the increasing rates 
of interest have imposed severe limitations on the ability of small and 
medium business concerns to raise sufficient funds to stay in the race. 
Therefore, every dollar that can be made available for either working 

capital or long-term investment is extremely important. 

Any provisions of law which increase the amounts of money so 
available to an individual firm or group are highly favorable to its 
beneficiaries. If such provision applies to one group but not another, 
then obviously the latter is discriminated against and the former 
favored. Such law is discriminatory and if the two are in com- 
petition, then the one is required and the other permitted by statute 
to conduct business on an unequal and inequitable basis. 

This is the situation established by present statutes and regulations 
regarding the special tax benefits now afforded some cooperatives 
which permit them to retain, tax free, most of the margins earned 
in trade, for their own use in their future operations and expansion 
of their business. 

In effect, statutes providing special tax benefit to cooperatives en- 
courage and legalize a competitive practice which is not only proving 
to be increasingly harmful to noncooperative firms or enterprises but 
which also is grossly inconsistent with a large body of other Federal 
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law whose purpose is to equalize business opportunity by prohibiting 
discrimination or unfair practices between business competitors which 
might tend to lessen competition. 

The practice of excluding patronage refunds—all or part—from 
gross incomes is discriminatory. -Noncooperative businesses typically 
make a best guess as to necessary markups to cover costs and provide 
a fair return on investment for distribution to owners and/or expan- 
sion of the business. 

Noncooperative types of busines pay income tax on total net income 
computed without deduction of such amounts. Cooperative enter- 
prises on the other hand have excluded patronage dividends—paid out 
and some retained—from gross income in computing net income fig- 
ures on which their income taxes are computed. This practice is 
obviously unfair. 

Today, cooperatives engage in many kinds of businesses, and as in 
the case of other forms of organization, the numbers of some types 
of cooperatives have tended to shrink but their business has expanded 
greatly. Other types have shown rapid growth both in numbers and 
business. A list of most of the kinds of businesses in which coop 
eratives engage follows: 

Farm marketing organizations; farm supply (purchasing) or -- 
zations; farm production credit (in the farm credit system) ; farm 
mortgage credit (in the farm credit system) ; financing of farm co- 
operatives (in farm credit system capital stock of banks for coopera- 
tives is owned by U.S. Government and to a less extent by borrowing 
cooperatives) ; fish marketing; wholesale cooperatives selling to or 
buying for consumer cooperative stores. 

Credit unions; rural electric distribution, generation and transmis- 
sion; rural telephone service; mutual insurance companies; health 
plans; consumer stores, fuel co-ops, et cetera; cooperative housing 
associations. 

Student rooming houses, cafeterias, bookstores, et cetera; funeral 
service ; fertilizer manufacturing ; petroleuni refining. 

Some idea of the importance of cooperatives in the total competitive 
business setting and as a possible source of increased Federal revenue 
is provided by the facts on establishments and sales given below. 

Cooperative farm marketing organizations, which may be char- 
acterized as leading cooperatives, numbered 8,000 in 1940, about 6,700 
in 1954, and have continued to shrink in numbers. Their business on 
the other hand has grown more than 300 percent, from $1.7 billion in 
1940 to $714 billion in 1954 and it has continued to grow. In terms 
of physical volume handled, this growth is still substantial though 
prices received by farmers more than doubled in tlie period. 

Farm supply—purchasing—cooperatives, however, have grown in 
number, increasing 27 percent from 1940 to 1954, with little net change 
since that date. But their business is estimated to have grown from 
four to five times in the period, with a tendency toward stabilized 
volume in recent years. Physical volume handled by farm supply 
cooperatives appears to have more than doubled. There are roug ly 
3,300 farm supply cooperatives doing $2 billion of business in 1957, 
only slightly higher than in 1954. 

Business of the 29 regional purchasing and service cooperatives with 
more than 5 million annual volume aggregated over $114 billion in 
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1957. Their assets totaled $558 million and their savings in the year 
$56 million, according to the Cooperative League of the United Siates 
of America. 

Cooperative petroleum bulk plants and terminals made 2.7 percent 
of 1957 sales of this sort; most sales were made by a few large plants. 
According to the Cooperative League, 16 cooper ative oil refineries were 
doing 2 percent of the Nation’s refining in 1958. Pipelines, trucks, 
and marine transports, terminals, and oil wells are cooperatively 
organized. There are some 2,700 ‘local petroleum co-ops with bulk 
plants, service stations, and trucks. About 1 million farms use nearly 
2 billion gallons of co-op petroleum for farm and home use, included 
with the data on farm supply co-ops. 

Basic ingredients for the fertilizer industry are manufactured by 
cooperatives and mixing plants supply a large proportion of fer- 
tilizers used in this country. They are also estimated to do about 
20 to 25 percent of the feed business. 

Fishery cooperative associations numbered 61 in 1947 and 87 
10 yearslater. Their business had grown from $40 million to $100 mil- 
lion, representing between one-fourth and one-fifth of the total value 
of commercial fishery products in each year. 

Among general-line grocery wholesalers as a group, members have 
shrunk also from 1939 to 1954, and the only type showing growth 
are the retailer cooperative food wholesalers. The number “of estab- 
lishments went from 136 to 193, a 42 percent increase, while voluntary 
group wholesalers decreased in number from 638 to 574, off 10 percent, 
and other types of general-line grocery wholesalers contracted even 
more in number. 

While the business of the retailer-owned cooperative food whole- 
salers showed a 737 percent increase in the period, sales of voluntary 
group grocery wholesalers increased 276 percent, which was more of 
an increase than other general-line grocery wholesalers enjoyed. 
Volume of sales of the cooperative type amounted to $1.3 billion in 
1954 or approximately one-sixth of all business of general-line grocery 
wholesalers, compared in 1939 when the proportion was about one- 
tenth. 

It is very significant that, according to a recent survey not yet 
published covering the approximately 32,000 grocery co-op retailers 
in 1958, over 14, 000 or 44 percent came into the fold within the last 
6 years, The impact of this upon independent wholesale grocers is 
not difficult to visualize. 

Cooperative retail stores and nonstores (mail-order houses, house- 
to-house selling co-ops, and merchandise vending machines), also 
sold $1.7 billion of goods in 1954 from 6,135 establishments. How- 
ever, over half of these were farmers’ cooperative purchasing groups 
already discussed; they accounted for over half the number and 77 
percent of the sales shown for retail cooperatives. 

In all fairness it must be observed that it is impossible to attribute 
all or any specific part of this growth in co-op activities at the expense 
of individual enterprise, to the advantages of the co-op tax privileges. 
We know of no study that has undertaken such quantitative deter- 
mination. We know, too, that there are other advantages of co-op 
activities such as customer or membership loyalty that have a benefi- 
cial influence. 
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We are however impressed by the fact that individual enterprise 
has for many years opposed the tax inequities of the existing circum- 
stances and has consistently and persistently endeavored to have the 
Congress remedy this situation. Accelerated concentrations both 
geographic and by trade during the years when income taxation has 
been particularly burdensome would indicate that this has been an 
important f: retor. 

For example, this and other leverages of co-op legislation are observ- 
able in one area, where a milk producers’ association within 3 years, 
from 1955 to 1957, purchased three independent dairies. Another 
producers’ co-op in another city purchased five independents in the 
dairy field in 1957-58 and enjoyed in the latter vear sales of $24 mil- 
lion. There is evidence of similar acquisitions throughout the coun- 
try in this and other kinds of business. 

There is ample indicatiton that the cooperative movement is reach- 
ing out into new areas rapidly and that it is getting to be big busi- 
ness in many fields, not only farm trade. We therefore believe that 
now is the time to modify this tax advantage if it is indeed the intent 
and purpose of the Federal Government to maintain fair and equitable 
opportunit ies and practices among competitors. 

It is our belief that remedial legislation which will tend to equalize 
the tax burden on cooperative enterprise earnings, regardless of what 
they might be called, and those of noncooperative enterprise should 
be enacted without delay thus reducing the present unequal oppor- 
tunities to accumulate and utilize earnings for future operations and 
growth. 

The Cuatrman. Mr. Oechsle, we thank you, sir, for presenting to 
us the views of the Department of Commerce. 

Are there any questions of Mr. Oechsle? Mr. Mason? 

Mr. Mason. I want to compliment you on the fairness with which 
you have analyzed this problem that is before this committee. 

I take it that you advocate and urge the adoption of H.R. 7875 
which would at least partly correct the problem that is before us. 

Mr. Orcustr. Yes, we do. We think it is a step in the right 
direction. 

Mr. Mason. I am in full agreement with you, sir, and TI hope that 
as a result of these hearings we will at least go that far in correcting 
this inequality among business competitors. 

The Cuamman. Are there any further questions? 

Again, we thank you Mr. Oechsle. 

Mr. Orcnste. Thank you, sir. 

The Cuatrman. Without objection, the committee will adjourn, un- 
til 1:30 this afternoon. 

(Whereupon, at 12:30 p.m. the committee recessed to reconvene at 
1:30 p.m. the same day.) 


£1 


AFTERNOON SESSION 


The CHatrman. The committee will please be in order. 

Our next witness is Mr. Wilfrid E. Rumble, general counsel, Na- 
tional Federation of Grain Cooperatives. 

Mr. Rumble, you are to be accompanied by Richard Magnuson, I 
believe. Will both of you gentlemen come to the witness table. 
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STATEMENT OF WILFRID E. RUMBLE, GENERAL COUNSEL, 
NATIONAL FEDERATION OF GRAIN COOPERATIVES 


Mr. Rumer. Mr. Mills, this is Mr. Magnuson, who is the house 
counsel for Farmers Union Central Exchange at St. Paul. 

The Cuarrman. Mr. Rumble, we remember that you were one of 
the invited panelists during the fall when we had the panel discus- 
sions and you appeared at that time on the topic of cooperative taxa- 
tion. We welcome you back to the committee, sir, and you are recog- 
nized. 

Mr. Rumer. Thank you. 

Mr. Chairman and gentlemen, I have heretofore submitted to this 
committee a statement of my views in respect to the taxation of sav- 
ings or earnings of cooperatives. 

That statement will, I assume, be made a part of this hearing, at 
least by reference. I do not, therefore, intend to repeat in this sti ate- 
ment any part of that statement or what I said in the course of the 
panel discussion which took place on December 14, 1959. 

At that time, however, Mr. Mills requested me to submit to the com- 
mittee a form of bill which, in my opinion, would accomplish what it 
was thought had been accomplished by the 1951 amendment of the 
Revenue Code (now secs. 521 and 522 of the code). I have submitted 
to Mr. Mills for the committee such a bill, a copy of which is attached 
tomy present statement. I propose to discuss that bill. 

The bill may be summarized as follows: 

Section 1(a): Adds to part II of subchapter B of chapter 1 of 


subtitle A of the code (items specifically to be included in gross in- 


Q° “3 


come) a new section to he numbered “ 

It is the intent of the bill to insure that the net earnings or savings 
of cooperatives are taxed only once and then to either the cooperative 
or the patron but not both. 

Section 78(a)(1): Provides that noncash patronage allocations 
which the issuing organization is obligated to make shall be included 
in the gross income of the receiving patron for the year in which 
received. It does not include distributions attributable to purchase 
made for personal use. 

(2). Provides that paragraph (1) shall apply without regard to 
accounting procedure of the patron or the fair market value of the 
allocation. 

(b) (1). Define “noncash patronage allocation” as any distribution 
or credit if: 

(A) in paper, which discloses the amount of the distribution 
or credit. 

(1B) The amount is determined by the patronage of the patron. 

(C) The issuing organization is obligated to return to the 
patron net. proceeds from products marketed for, or services or 
supplies sold to the patron, or both, and the amounts, if any, 
realized by the organization with respect to income not derived 
from patronage. 

(ID) The patron accepts such distribution or credit as satis- 
faction of the obligation of the issuing organization. 

(2). Provides that the amount of the noncash patronage allocation 


is the dollar amount specified or otherwise disclosed in writing to 
the patron. 





48 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


(3). Provides that the amount of a nonpatronage allocation is ac- 
cepted by the patron if— 

(A) in the case of patrons subject to the charter, bylaws, and 
so forth, of the issuing organization those articles or bylaws 
provide, or 

(B) at or before a business transaction with the patron the 
issuing organization gives written notice to the patrons which 
provides, or ; 

(C) the patron agrees in writing, that doing business with the 
organization is an agreement to accept the noncash allocation 
in satisfaction of the obligation of the organization to make the 
allocation. 

(c) Provides that the gross income of an issuing organization shall 
not include patronage refunds or rebates unless it is neither a distri- 
bution in cash or property nor a noncash patronage allocation. 

There is an exception to the foregoing as to service or supplies sold 
for personal use or if a portion of the allocation represents savings 
on business done for or with the United States or its agencies by an 
exempt cooperative. 

(b) Amends subchapter O by inserting after section 1021 a new 
section providing that the basis of a noncash patronage allocation 
is the amount of the allocation as determined under (b) (2) of the 
bill. 

It will be observed that the bill is based upon three considerations: 

(a) That a noncash patronage distribution is to be included in 
the gross income of the patron if accepted by him as satisfaction of 
the obligation of the issuer to make the distribution, and 

(b) Acceptance by the patron shall be conclusively presumed if he 
is subject to the articles, bylaws or charter, and so forth, of the issuer 
and they so provide, or if the patron is notified in writing prior to 
doing business with the issuer, or if he agrees in writing with the 
issuer, that doing business with the issuer shall constitute acceptance 
of the paper in satisfaction of the obligation of the issuer, and 

(c) Patronage distributions made by an organization in cash or 
property and distributions or credits which are noncash patronage 
allocations as defined in the act shall be excluded from the gross in- 
come of the organization. 

The bill does not amend sections 521 and 522 of the Revenue Code, 
nor does it attempt to change present law in respect to the taxation 
of cooperatives except that. mere allocation of patronage refunds pur- 
suant to a preexisting obligation is no longer sufficient to justify the 
exclusion from gross income of the amount of such allocated refunds. 
It does, in my opinion, effectively provide that net savings or earn- 
ings of a cooperative will be taxed once, either to the cooperative or 
the patron, but not to both. 

In other words, net savings or earnings of a cooperative, distrib- 
uted in cash, property or noncash patronage allocations, are taxable 
to the patron (unless they arise from transactions of the patron for 
nonbusiness purposes) ; all other savings or earnings (except those of 
an exempt cooperative arising out of Government business, or which 
would not be taxable to any corporation, such as income from tax- 
exempt securities) are taxable to the cooperative. 

Since we drafted this bill it has been suggested that : 
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(1) There should be added to section (b) (3) (B) a provision which 
would spell out what should constitute written notice to patrons. 

The purpose of this provision of course would be to insure against 
misunderstanding as to what would constitute adequate notice. 

(2) That section (b) (1) (C) should be changed to read : 

(C) such distribution or credit is made pursuant to an obligation of the 
organization to make such distribution or credit, but noncash patronage alloca- 


tions shall not include allocations of earnings or savings which have been in- 
cluded in the gross income of the issuing organization. 


There are several reasons for the suggestion : 

(a) Simplicity. 

(b) To insure that an organization which is not obligated to 
return to patrons its nonpatronage or nonoperating income (but 
which it includes in its gross income) may issue noncash patron- 
age allocations for the income it is required to return. 

(c) There are nonexempt cooperatives which do business with 
some patrons who are not members and are obligated to distrib- 
ute income from that business to members on the basis of the 
patronage of the members. They treat the savings or earnings 
on such business as taxable income of the cooperative. It is felt 
that the change will insure that such income is not again to be 
taxed to the members to whom it is distributed. 

In my opinion these suggestions are sound and the bill should be 
changed to comply with them. 

If the bill is changed as suggested and is enacted, I am confident 
it will accomplish what Congress desired to do in 1951, i.e., tax the 
net savings or earnings of cooperatives once and only once. 

That is the end of my statement. 

The Cuatrrman. Mr. Rumble, without objection the full text of the 
suggestion that you have appended to your statement will be included 
at this point in the record. 

(The document referred to follows :) 


A BILL To provide for the treatment of nopenme patronage allocations in the income of 
patrons 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 

Sec. 1. AMENDMENTS TO. 1954 Cope. 

(a) Part II of subchapter B of chapter 1 of subtitle A of the Internal Revenue 
Code of 1954 (items specifically included in gross income) is amended by adding 
after section 77 the following new section : 

“SEC. 78. NONCASH PATRONAGE ALLOCATIONS. 


“(a) GENERAL RULE.— 
“(1) AMOUNT INCLUDED IN INCOME. If— 
“(A) a noncash patronage allocation is received by a patron during the 
taxable year, and 
“(B) the organization issuing such allocation is obligated (in the man- 
ner described in subsection (b)(1)) to return to the patron proceeds result- 
ing from business done with him and other amounts, 
then such patronage allocation shall be deemed to have been received by the 
patron in money (to the extent of the amount thereof) in the taxable year of 
the patron in which he received such allocation and immediately to have been 
invested in such organization. In such case, gross income of the patron shall 
include the amount of such noncash patronage allocation in the taxable year 
received, except to the extent that it is attributable to supplies or services pur- 
ehased by him from the issuing organization for other than business use. 
“(2) APPLICATION OF PARAGRAPH (1).—Paragraph (1) shall apply without 
regard to— 
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“(A) the method of accounting employed by the taxpayer, or 

“(B) the fair market value of the patronage allocation, 

“(b) Derinirions.—For purposes of this section— 

“(1) NONCASH PATRONAGE ALLOCATION.—The term ‘noncash patronage allo 
sation’ means any distribution to a patron by an organization or credit to him 
on its books of account, if— 

“(A) such distribution or credit is made in capital stock, revolving fund 
certificates, retain certificates, certificates of indebtedness, letters of advice, 
or in some other manner (except in money, merchandise, or similar tangible 
property) that discloses in writing to the patron the amount of the patronage 
distribution or credit ; 

“(B) the amount of such distribution or credit is determined on a patron- 
age basis by reference to quantity or value or business done by the organi- 
zation with or for such patron ; 

“(C) such distribution or credit is made pursuant to an obligation of the 
organization to return to such patron— 

“(i) net proceeds realized by the organization from products marketed 
for, or services or supplies sold to, such patron, or both; and 

“(ii) net amounts, if any, realized by the organization with respect to 
income not derived from patronage ; and 

“(D) the patron accepts (in the manner described in paragraph (3) of 
this subsection) the amount of such noncash patronage allocations as satis- 
faction (to the extent of the amount thereof) of such obligation. 

“(2) THE AMOUNT OF A NONCASH PATRONAGE ALLOCATION.—The amount of a 
noncash patronage allocation is the dollar amount specified therein or other- 
wise disclosed in writing to the patron as the amount of the distribution or 
credit. 

“(3) ACCEPTANCE OF AMOUNT AS SATISFACTION OF OBLIGATION.—A noncash 
patronage allocation shall be considered to have been accepted by the patron 
for purposes of paragraph (1) (D) of this subsection, if— 

“(A) in the case of members or other patrons subject to the charter, by- 
laws, articles of incorporation, or other documents of the issuing organization, 
such documents provide ; or 

“(B) in the case of members or other patrons, the issuing organization 
gives written notice to such members or patrons, at or prior to the time 
of a business transaction with such members or patrons, providing; or 

“(C) the patron agrees in writing, 

that doing business with such organization constitutes agreement to accept 

the amount of such noncash allocation in satisfaction (to the extent of the 

amount thereof) of the obligation described in paragraph (1)(C) of this 
subsection. 

“(c) AMOUNT INCLUDIBLE WITH RESPECT TO ISSUING ORGANIZATION.—Notwith- 
standing the provisions of section 522, gross income of an organization issuing 
a patronage refund or rebate, shall not include the amount of such patronage 
refund or rebate unless such patronage refund or rebate is neither— 

“(1) a distribution in cash or property ; nor 

“(2) a ‘noneash patronage allocation,’ as defined in subsection (b) (1) 
hereof. 

Notwithstanding the foregoing, a patronage refund or rebate shall not be in- 
cluded in the gross income of the issuing organization if it would be a ‘noncash 
patronage allocation’ as defined in subsection (b) (1) hereof but for the fact that 
the services or supplies sold to some or all of the patrons of the issuing organiza- 
tion were sold to such patrons for other than their business use or, in the case 
of an exempt cooperative, but for the fact that a portion of such allocation rep- 
resents the savings on business done for or with the United States or any of 
its agencies.”’ 

(b) Part II of subchapter O of chapter 1 of subtitle A of the Internal Revenue 
Code of 1954 (basis rules of general application). is amended by inserting the 
following new section after section 1021: 


“SEC. 1022. NONCASH PATRONAGE ALLOCATIONS. 


“The basis of a noncash patronage allocation as defined in section 78(b) (1) 
shall be the amount of such allocation as determined under section 78(b) (2).” 


Sec. 2. EFFECTIVE DATE. 


The amendments herein provided shall apply to taxable years beginning 
after — 
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Mr. Ruste. Thank you. 

The Cuamman. I quite well recall your appearance before the com- 
mittee during ie panel discussions when we discussed whether or not 
the Congress could develop legislation that would carry out what ap- 
peared to be the intention of the Congress in 1951, and you will recall 
that I pointed out that we were having some problems in the technique 
of how to get to that point, as to whether we could or not. 

Mr. Rumer. Yes, sir. 

The Cuaiman. And you suggested that you knew a way to do it. 

Mr. Rumste. Yes. 

The Cuairnman. You feel confident, as you state here, that the pro- 
posal that you make would carry out that objective ? 

Mr. Rumesze. Yes, I do. 

The Cuatrmman. Do you have any question in the light of the state- 
ment made this morning by Mr. Glasmann, representing the Treasury, 
as to what the courts might do with such a provision? Would we be 
back where we are at the moment ? 

Mr. Rumewe. Mr. Mills, as you know and I know, and all the other 
lawyers on the committee know, no lawyer can give assurance about 
any piece of legislation that it will not be atts acked in the courts. I 
believe firmly, and I think I have demonstrated in the brief which I 
have heretofore submitted, that this legislation will be upheld in the 
courts. 

The Cuairman. It comes to the question, does it not, of whether 
or not the cooperator has agreed really to be taxed in this way? 

Mr. Roumere. That is the theory of my bill; yes, sir. 

The Cuamman. You proceed on the basis that this is a partnership 
transaction ? 

Mr. Rumete., Practically. 

The CaatrmMan, That is what I mean; in general. 

Mr. Rumpwe. Practically; yes. 

The Cuatrman. In general you do. 

Mr. Rumpte. Yes. 

The Cuarrman. And you get around this problem then of what 
disposition is made of the money by requiring the patron himself to 
assume responsibility with respect to his pro rata share of the earn- 
ings on the basis of the notice that is given of how this operates at 
the time he transacts business with thee operative? 

Mr. Rumete. Yes; except I would add, Mr. Chairman, to that that 
in case of a member of a cooperative I would expect to find that the 
articles or bylaws of that cooperative contained an express provision 
to that effect, in which event. I would think no further notice would 
be needed, or I assume that in some cases, small cooperatives with 
small memberships, that they may be able to secure a written agree- 
ment to that effect from the patron. 

The Cuarrman. It has been said by some that it would be virtually 
impossible to obtain agreements from all patrons ahead of time. 
Would it be, or not ? 

Mr. Rumete. I think it would be as a practical matter. Further- 
more, it would be just as impractical to attempt to secure express 
agreements from members of cooperatives in many cases, bec on 
there are so many of them that if you ever could reach them all i 
would probably take 10 years to do it. 
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The CuatrmMan. You have been dealing with cooperatives and with 
cooperators for a number of years, I know. Do you think the indi- 
vidual cooperators, that is, the farmers, would be willing to assume 
tax liabilities for moneys that are not actually distributed to them and 
over which they might feel they did not have complete control, to the 
extent of having those tax liabilities decrease the amount left after 
taxes from other earnings that they might enjoy in the course of the 
year? Does that present any problem ? 

Mr. Ruste. Well, 1 think I would like to answer that question in 
this fashion : In the first place, I am really familiar only with members 
and patrons of cooperative organizations in Minnesota, Wisconsin, 
North and South Dakota, Montana, a few in Nebraska and Iowa, and 
soon. The organization I am representing here, the National Federa- 
tion of Grain Cooperatives, has as its members all regional grain 
organizations in this country. I have discussed many times with 
the farmer members of that board and with the farmer members of 
the various local organizations which are a part of the regional this 
isc parscon problem. From those discussions and others which I have 

ad with other people I myself am satisfied that the great bulk of 
the farmers will willingly pay a tax on income of the cooperative 
which is distributed to them in paper. 

The Cuarrman. In paper. 

Mr. Rumste. Now, I know, Mr. Mills, that in our country for years, 
until the Treasury issued its most recent regulations, the great bulk of 
our farmers were paying a tax on those paper distributions. In one 
organization, and I also represent that organization, which is the 
Land O’Lakes Creameries, and which between it and its members 
must have 250,000 farmer members, this question has been discussed at 
stockholders meetings attended by 3,000 or 4,000 farmers, at board 
meetings, and at other meetings in that organization, and out of them 
all there has been substantially less than 50 of those farmers record 
any objection to paying taxes on paper distributions. I would also 
add to that that I believe in the country I come from a great majority 
of the farmers feel exactly as I do and as I have expressed myself to 
this committee, that there should be a tax on the earnings or savings 
of cooperatives, that there should be only one tax on those savings, 
and that that tax should be laid upon the patron. 

The Cuarmman. And it should be collected in the year in which the 
savings or earnings occur ? 

Mr. Rumeze. I would rather put it, that it should be collected in 
the year in which the patron receives the paper distribution, which 
normally would be the year after the cooperative actually earned it. 

The CHatrman. It is not until that time actually that there is a 
final determination as to what the overall earnings are. 

Mr. Rumete. That is correct ; yes. 

The Cuarrman. That seems to be the view of most cooperators that 
1 talked to, Mr. Rumble, in my own area. They feel that the tax 
should be paid at that time, and in meetings that I have attended they 
have told me that they thought it ought to be paid by the cooperator. 

That is the reason I was wondering if the same situation prevailed 
in your country where you have more of them, I suppose, than we 
have in my area. I might add that I found out at these meetings that 
I have attended that the bulk of the farmers were not aware of the 
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fact that they were not supposed to include in their income the amounts 
of these certificates. 

Mr. Ruste. That is right, Mr. Mills; and one reason for it is, at 
least up in our country again, for years even before 1951, but certainly 
since that time, in all paper distributions made by most of our coop- 
eratives a notice has been enclosed advising the patron that the paper 
distribution should be included in his gross income unless it repre- 
sented the purchase of some article for personal as distinguished from 
business use. That of course is what the Treasury recently asked all 
corporations to do in respect to interest on bank deposits and the divi- 
dends of ordinary corporations, and I know that in many of those 
distributions recently put out such a notice appears, and I have enough 
confidence in the integrity and good faith of the people of this coun- 
try to believe that when they have such a notice and know that they 
are receiving what may be taxable income, they will include it in their 
tax returns, although we know that today some $7 billion of that type 
of income is not being included, and I think that is mostly due to 
ignorance and not to an intent to evade the tax. 

The Cuarrman. Mr. Rumble, I have not had an opportunity yet to 
go over the proposed language that you submitted in response to the 
request that I made of you. I will doso. 

Let me ask you this: Does the Treasury’s suggestion that is in the 
form of a bill, and which Mr. Glasmann described this morning, 
a the objective that you say should be accomplished ; namely, 
providing for a tax of these earnings once in the year of distribution 


of the cash or the certificate ? 


Does it do that ? 

Mr. Rumste. No; it doesn’t do that. It doesn’t accomplish any 
tax in the first 3 years after the enactment of the law because during 
that period nobody pays a tax on it. After that time it will accom- 
plish a tax either to the cooperative or to the patron, but it is the method 
that they are using that I object to in that bill. 

The CuHatrMan. What is that ? 

Mr. Rumste. In the first place, I don’t see why there should be any 
exemption for any period of time. I think this tax as soon as this law 
is passed ought to be enforcible against somebody. That is No. 1. 
No. 2, and all this I stated in my earlier statement, the result of the 
enforcement of that Treasury bill will mean that after 3 years every 
cooperative will be required to distribute in cash all of its savings or 
earning, or else pay 52 percent on them tothe U.S. Government. 

In making that statement I am assuming of course that the current 
income of the ordinary cooperative remains about the same year in 
and year out. 

The Cuatrman. Mr. Rumble, the Congress has never so far agreed, 
as I understand it, to the delay in the application of the tax on some- 
body for a period of 3 years or any other time, has it ? 

Mr. Rumsie. Not to my knowledge. 

The Cuarrman. If the Congress should adopt the approach that 
it is perfectly all right for the full amount of these earnings to be 
retained and free of tax for a period of as long as 3 years is there 
any possibility that that stamp of approval might well increase the 
amount of the earnings that are retained in the course of a year? 
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Mr. Rumexe. I don’t think that that is likely to result. 

The Cuarrman. Do you think they would still carry on with about 
the same percentage of cash distributions that are now occurring? 

Mr. Rumepwe. That is my guess. 

The Cuarrman. If we approach that theory of the Treasury what 
in your opinion would be a satisfactory time limit ? 

Mr. Rumesxe. There is the third objection that I have to that bill— 
and I am sure you will understand that I have, when I make this 
statement, a very high respect for this committee and other committees 
of Congress and all Members of Congress—but I just don’t think, Mr. 
Chairman, that we ought to embark upon a program of legislation 
such as that suggested ‘by the Treasury, which has never before been 
tried in this country and which come permit Congress from year to 
year to change the interest rates on the paper they are talking about, 
maybe one year have 4 percent, the next year receive 7 percent, and 
the next year 2 percent; nor do I think that. we ought now begin to 
let Congress spec ify from session to session the period of ex cemption 
which is granted. In this bill it is 3 years. It could be 7 or 8 or 20 
years in some subsequent bill or it could be cut down to 1 year. | 
don’t think that is good congressional policy. I realize I mee be 
completely wrong about that, “but that is the way I feel about it. 

The Cuatrman. Are there any other questions of Mr. Rumble? 

I thank you, Mr. Rumble, for bringing to us your views and those 
of your organization. 

You have not consumed your time. Did Mr. Magnuson want to 
make a statement ? 

Mr. Rumste. Yes, sir; he would like to go ahead on my time. 

The CuHatrmMan. Mr. Magnuson, I don’t know how much time is 
remaining. We have not consumed 25 minutes; I know that. 


STATEMENT OF RICHARD H. MAGNUSON, COUNSEL, FARMERS 
UNION CENTRAL EXCHANGE, INC., OF SOUTH ST. PAUL, MINN. 


Mr. Magnuson. Thank you, sir. 

My name is Richard H. Magnuson. I have been employed by the 
Farmers Union Central Exchange, Inc., of South St. Paul, Minn., as 
corporation attorney for approximately 6 years. The Farmers Union 
Central Exchange, Tne., is a regional wholesale farm supply coopera- 
tive serving at present approximately | 850 local cooperative associa- 
tions doing business in the States of Wisconsin, Minnesota, North and 
South Dakota, Montana, W yoming, Idaho, Washington, and Oregon. 
The Farmers Union Central Exchange sells farm supplies consisting 
in the main of petroleum products, automotive supplies, feed, seed, 
and fertilizer to these local cooperatives, who in turn sell to their 
farmer patrons, who number in excess of 300,000. The Farmer Union 
Central Exchange is exempt under the provisions of sections 521 and 
522 of the Internal Revenue Code. 

This organization is not engaged in any marketing activities. Part 
of my duty as attorney for the Farmers Union Central Exchange 
is to attend annual meetings of these local cooperatives from time to 
time, to attend State meetings where farmer directors of local co- 
operatives and farmer patrons are present, and to answer letters 
directed from farmer patrons and directors of control cooperatives. 
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I would estimate that I address from 3,000 to 4,000 farmer patrons 
of local cooperatives each year on cooperative legal problems in gen- 
eral, and also specifically the income tax treatment of patronage re- 
funds received by farmer patrons. My opinion is and has been that, 
ae the cost of purchases upon which the patronage refund has 
been declared represents a business deduction, then the noncash alloca- 
tion of patronage refunds from a cooperative should be taken into 
income at face value in the year in which notice is received. 

Following the addresses above referred to a discussion period fol- 
lows. This particular matter of income tax treatment of patronage 
refunds is invariably discussed and my opinion, as above stated, has 
not been objected to with the exception of rare instances, and in fact 
has been accepted by virtually everyone present as the fair and equi- 
table manner of treating noncash allocations. 

In my opinion almost all of the farmer patrons of cooperatives with 
whom I have had contact in the upper Midwest and Northwest look 
upon the noneash allocation, which 1s usually in the form of common 
or preferred stock in that area, as evidence of ownership in their local 
cooperative in the amount of the face value of the certificate re- 
ceived. Because of the very nature of a cooperative which, among 
other attributes of member control, limits voting rights to one vote 
per member irrespective of the number of shares of stock held, these 
farmer members individually feel that they are a very integral part of 
the cooperative and that the patronage refund, when issued in the form 
of evidence of ownership, is an investment in an extension of their 
farming operation, enabling them to bargain collectively through 
their cooperative for the farm supplies necessary for their farming 
operations. 

Since the issue of the Treasury Department’s publication entitled 
“Farmers Tax Guide, 1958 Edition,” in December of 1958, the regu- 
lations issued by the Treasury Department on December 3, 1959, 
and the more recent Treasury Department’s publication entitled 

“Farmers Tax Guide, 1959 Edition,” which was published in December 
of 1959, the farmer patrons that I have had contact with have told 
me that they are nevertheless continuing to take the noncash patron- 
age allocations into income at face value in the year in which they 
receive notice. 

They choose to interpret “fair market value” as the face value 
because of a moral judgment as to what fair market value you should 
have. 

In my opinion legislation should be passed which provides that 
noncash allocations of patronage refunds are taxable to the recipient 
in the year in which notice is received, providing the purchases repre- 
sented business deductions, and that if passed it will be accepted by 
the vast majority of the farmer patrons of er atives with whom 
I have come in contact in the a" Midwest and Northwest as an ex- 
pression of what the law should 

The Crarrman. Thank you, Mr. Magnuson. I apologize again 
for breaking in with my questions before you had an opportunity to 
make your statement. I did not realize that you, too, wanted to make 
a statement. 

Mr. Maenvson. That is all right, sir. 


51696—60——_5 
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The Cuarrman. Thank you, sir, for your and Mr. Rumble’s ap- 
pearance. 

Our next witness is Mr. Roswell Magill, of the Grain & Feed 
Dealers National Association. 

We know you are a practicing attorney in the city of New York. 
We welcome you back to the committee. You are recognized. 


STATEMENT OF ROSWELL MAGILL, REPRESENTING GRAIN & 
FEED DEALERS NATIONAL ASSOCIATION 


Mr. Maerz. Mr. Chairman and members of the committee, as the 
chairman has said, I am appearing today on behalf of the Grain & 
Feed Dealers National Association, which has some 1,200 members 
in nearly all of the States of the country. This problem that the com- 
mittee is confronted with on this occasion reminds me of a copybook 
maxim which I remember I learned when I went to grade school in 
Congressman Mason’s Illinois, and that was that no problem is ever 
settled until it is settled right. 

You have been struggling with this problem, to my knowledge, for 
35 years, and the fact that. you have had to struggle with it so long 
would indicate that it has never yet been cor rectly “settled, and there- 
fore it comes up to haunt you from time to time. 

Back in the twenties when I first knew of the problem of the taxa- 
tion or exemption of the income of cooperatives, the exemption as it 
was given at that time was thought to be based upon three premises, 
I think. The first was that the cooperative was normally a small 
crossroads organization which served relatively few farmers; the 
second was that the cooperative really acted as agents for the farmers 
in disposing of farm products; and the third was that whatever the 
cooperative might make on its enterprise, it really belonged to the 
farmer, so that the cooperative itself had no income. The income 
was rather the income of the various cooperating farmers. My sub- 
mission is that each of those three premises has been disproved over 
the 35 years in which they have been in effect, more or less, or have 
have been insisted upon by cooperatives more or less. 

In the first place, we notice that cooperatives are no longer small 
crossroads organizations. There are probably some of that kind but, 
as was brought out before you this morning by the Assistant Secre- 
tary of Commerce, cooperatives do a very large business. They have 
grown very rapidly over the period that we are concerned with and 
they are fiercely competitive with the private organizations which are 
engaged in the same activities as these grain elevator men are. 

We know, for example, from the last statistics which were published 
that the total business of cooperatives over the year ran something like 
$1314 billion. It now appears that such gross receipts are ranging 
about $15 billion. The profits on that amount of business are, of 
course, very large. I think Mr. Rumble, the gentleman who preceded 
me, pointed out before the panel in December in the hearings before 
this committee that the gross business of the cooperatives was about 
the same as four of our largest business corporations: Standard of 
New Jersey, A. & P., National Dairy Products, and International 
Harvester. Those four companies did have approximately $15 billion 
of gross business and the Federal taxes which they paid on that busi- 
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ness amounted to something over a half billion dollars, some $540 
million. That will indicate to you the dimensions of the problem we 
are considering, that not merely are cooperatives no longer crossroads 
organizations, “but there is a vast amount of tax revenue which is 
escaping by virtue of the fact that these organizations are not com- 
pletely tax able on the income which they earn. 

That brings me to the other two propositions. Do cooperatives act 
as agents for farmers so the income is really the farmer’s income or 
should you say that cooperatives have no income of their own at all, 
notwithstanding the fact that they do this very large gross business 
to which I have referred 4 

First of all, I think it is well known to all of you, and it was 
brought out again this morning by the Assistant Secretary of Com- 
merce, that it is very hard to say that a cooperative acts as an agent 
for the farmer. It has been stated here that there are thousands of 
farmers In these cooperatives that, so far as the marketing cooperatives 
are concerned, the characteristic transaction is that the farmer sells 
his grain to the cooperative corporation at the same market price at 
which the private business organization will pay on the other side of 
the tracks, 

The grain which is bought from the particular farmer is mixed with 
other grain of like sori and the farmer has no control over the fur- 
ther marketing of the grain. He has no further interest in the pro- 
ceeds from the grain. The grain belongs to the cooperative corpora- 
tion and not to him, and he has no means of directing or controlling 
the disposition. Consequently, whatever profit is made on the result- 
ing sales of the grain is made by the cooperative corporation and is 
no affair of the farmer. He can’t control it. 

Much the same thing is true with respect to the other propositions, 
that these net margins are really the farmers’ net margins and not the 
net margins or profits of the cooperative itself. If you will examine 
that proposition, as you gentlemen are even more familiar than I, 
the legal interpretation insisted upon there is that the cooperative 
corporation should be treated in very much the same way that a 
partnership is treated under our law, that the money, the profit, is not 
made by the entity itself, but is made by the various individuals who 
compose it. 

Well, now, first of all those of you, both lawyers and nonlawyers, 
are aware of the fact that these cooperative corporations are not part- 
nerships. They are incorporated under the local corporation laws. 
The profits which the corporation makes are subject to the disposition 
of the directors of the corporation, and are not within the control of 
the farmer. Whatever distribution is made to the farmer, which is 
normally in the form of some kind of a revolving fund certificate 
or the like, some kind of a piece of paper, is payable at some uncertain 
time in the future which the directors of the corporation will deter- 
mine and is not subject to the beck and call of the farmer at all, so 
that in my view it is rather ridiculous as a legal proposition to say 
that the very large income which is made by these organizations and 
which does amount, as I have tried to point out alre: ady, to hundreds 
of millions of dollars a year, belongs to the individual farmers who 
have no control over it and who do not. obtain it, and for the same 
reason the propositions which have been suggested to you here today 
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that this income should be taxed to the farmer, the patron, and not 
to the cooperative corporation itself, seem to me to be no less ridiculous, 

In order for the farmer to receive any income at all the income 
must first of all be earned or made by the corporation, and that cor- 
poration does have, as I have tried to show, very large profits of its 
own. To say that the patron of the cooperative corporation, who 
at best receives a piece of paper showing that at some indefinite time 
in the future some money may be distributed to him, realizes the in- 
come and should be taxed upon it, although he has received nothing 
but this piece of paper which the courts have already held has no 
market value, seems to me to be simply putting the cart before the 
horse. The money is made by the large corporation. 

The corporation has the money. If it were a private business cor- 
poration it would pay a tax on it. To tax that income to the farmer 
who does not have the money, but who at best has a piece of paper 
which may possibly result in some money sometime in the future 
it seems to me is imposing the tax in exactly the wrong place. We are 
not dealing, as I have said, with small amounts. 

In the panel discussions here last December the suggestion was 
made from time to time that we should disregard the baby because 
it was such a little one. These are not little babies that we are deal- 
ing with here. These are organizations which, as I say, have approxi- 
mately $15 billion of business which are fiercely competitive with 
private corporations. There is every indication that over the years 
the private corporations will be put out of business because it is im- 
possible for a taxed organization to compete with a nontaxed organ- 
ization successfully. 

In the statement which I believe has been submitted to you by the 
Grain & Feed Dealers Association it is shown that an organization 
having let’s say $100,000 of capital to begin with, if it is not taxed, 
and operates at the usual margins, can easily grow to an organization 
with a net: worth of let’s say $250,000 to $260,000, whereas a similar 
tax organization will be able to show no such growth at all, but at the 
end of a 10-year period may have grown or can at most have grown 
to let’s say $150,000. The discrepancy will be even greater if you 
assume, as is true of the larger grain marketing organizations, that 
the amount of capital at the beginning of the 10-year period is greater. 
Then similarly the growth will be greater over the period. 

T think that concludes what I wish to say to you. It seems to me 
that whatever solution you work out for this problem, and it is a very 
severe and difficult one with which this committee has struggled cer- 
tainly for 30 or 40 years, the beginning of wisdom will be to recognize 
that these organizations do have very large income, that if this com- 
mittee is to achieve what I believe are the two objects which you seek 
to achieve, first to realize some additional revenue for the Treasury 
and to plug this loophole in the course of doing it, and second, to 
seek to put the cooperative corporation on a proper competitive basis 
with the business organization across the street which is not a co- 
operative corporation, the only possible way you can do it is to tax 
this income when it is realized by the cooperative corporation. 

In doing that you will not do any more than put the cooperative 
corporation on the same footing, which, in my view, it should have 
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been for years, as its competitor which is engaged in the same line of 
operation for the same group of patrons. 

Thank you very much. 

The Cuarrman. Mr. Magill, do you think that the Treasury bill 
carries out the objectives which you have in mind in this area ? 

Mr. Maaitu. No, sir. Idonot. I think the best you can say of the 
Treasury bill is w that was said by the Assistant Secretary of Com- 
merce. If you observed what he said, he endorsed the Treasury bill, 
but he endorsed it in terms as a first step in the direction in which he 
wanted to move, and I would endorse it in the same way. It is ¢ 
desirable first step, but I don’t like the mechanics and it certainly does 
not accomplish a complete resolution of these problems. 

The Cuarrman. Any further questions of Mr. Magill? 

Mr. Mason. 

Mr. Mason. Mr. Magill, I am rather delighted with the sensible 
approach that you make to this very difficult problem. I agree with 
you entirely that the suggestion of the Treasury is only a partial step 
in the right direction. I am, of course, willing to take that partial 
step with the ae that we will keep stepping in the right direction 
until we get this difficult problem solved. 

That is all, Mr. Chairman. 

Mr. Maetit. I quite agree with you, sir. 

The Cuatrman. Any further comments or questions ? 

Mr. Byrnes. 

Mr. Byrnes. Mr. Magill, in the first place, you will acknowledge, 
will you not, that all of the cooperatives that would be subject to any 
change are not big in the sense that we speak of these co-ops as a big 
operation. 

Mr. Maat. Oh, yes. 

Mr. Byrnes. They run the whole gamut, don’t they, from very 
small ones to large ones? 

Mr. Maeriu. I think that is true; yes, sir. 

Mr. Byrnes. I think we get into some trouble when we generalize 
at any level. 

Mr. Maatuu. I think so; yes, sir. 

Mr. Byrnes. Do I understand that under your proposal you would 
tax a cooperative operation as a corporation with the regular corpo- 
rate tax applying to its net income? 

Mr. Maaitu. Yes, sir. 

Mr. Byrnes. Would you also then treat the patron as a stockholder 
and tax again the distributions to him and consider that income to 
him ? 

Mr. Maat. I think under our present scale of things that should 
be done; yes, sir. You would then achieve the equality which you 
seek to achieve. 

Mr. Byrnes. You can certainly find many characteristics, though, 
of a patron that are not the same as the characteristics of a stock- 
holder and vice versa, can’t you ? 

Mr. Maer. Oh, yes, and as was suggested this morning, we have 
of course in this country a myriad of different types of organizations 
and different types of relationships, and it is very difficult to compare 
one with another. 
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As I say, I would suggest to you that the method of taxation should 
be what you have suggested. Obviously what policy should be 
worked out and how quickly it should be worked out is.a matter for 
your committee. 

Mr. Byrnes. I haven’t made the suggestion. I was simply asking 
whether that is what you were suggesting. 

Mr. Maattt. I accept the modification. 

Mr. Byrnes. That is all, Mr. Chairman. 

The CHarrman. Any further questions? 

Mr. King. 

Mr. Kine. Mr. Magill, would any of the considerations that you 
have pointed out here today apply to mutual banks or insurance com- 
panies? Would they be in the same category as far as the points you 
have raised ? 

Mr. Macitut. To a degree, yes, and to a degree, no. The problem 
of the mutual savings bank, to which I take it you are referring, is of 
course quite a different problem from the one we are talking about 
here and different considerations come in. The general proposal that 
you should attempt to tax competitive corporations competitively and 
equally, that I would assert for either one. 

Mr. Kine. That is all, Mr. Chairman. 

The Cuarrman. Any further questions? 

Mr. Kroeu. Mr. Chairman, I am sorry that I was called to the 
telephone when the last question was put to the witness. I will not 
delay the committee. However, I will read the record and might ask 
permission to note my passive opposition to including in this hearing 
anything that is not scheduled. 

The Cuarrman. Any further questions? 

If not, Mr. Magill, we thank you again, sir, for coming to the com- 
mittee. 

Mr. Macitzu. Thank you, Mr. Chairman. 

(Data submitted by Mr. Magill follow :) 


GRAIN AND FEED DEALERS, NATIONAL ASSOCIATION, 


Washington, D.C., February 1, 1960. 
Hon. WILBUR MILLs, 


Chairman, Ways and Means Committee, 
U.S. House of Representatives, 
Washington, D.C. 


Dear Mr. Mitts: Attached is a supplemental statement of the Grain and Feed 
Dealers National Association regarding taxation of cooperatives. 

We request that the statement be placed in the record following the testimony 
of Mr. Roswell Magill, who will present additional testimony for this national 
association. 

Very sincerely yours, 
ALVIN E. OLIver, 
Ezvecutive Vice President. 


STATEMENT OF GRAIN AND FEED DEALERS NATIONAL ASSOCIATION REGARDING 
TAXATION OF COOPERATIVES 


The purpose of this statement is to restate the position of this association as 
presented to the Ways and Means Committee at the time of the January 1958 
hearings on taxation of cooperatives and also to supplement information given 
at that time. 

This statement is submitted by the Grain and Feed Dealers National Associa- 
tion, a national trade association which is 64 years old and has members in 43 
of the 50 States. The members represented are principally engaged in the 
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operation of country grain elevators and retail feed stores. They are, as a 
general rule, small businesses, although some members operate large flour and 
feed mills and terminal grain marketing facilities. 
This national association has offices at 400 Folgar Building, Washington, 
D.C. 
I. POSITION OF ASSOCIATION 


The position of this association continues the same as in 1958. It is incorpo- 
rated in the most recent resolution adopted by the members of the association in 
September of 1959: “We reaffirm the longstanding position of this association in 
favor of establishing full equity under the income tax laws in the treatement 
of cooperative corporations and other corporations competing in the grain and 
feed business. As a first step toward full equity, we endorse the 1959 proposal 
on cooperative taxation recommended by the Treasury Department to the 
Congress.” 

The main point we want to make is that cooperative corporations are business 
enterprises just like their noncooperative competitors, that they are organized 
and operate subject to generally the same laws as apply to their competitors, 
and that they enjoy the same rights and privileges as do other corporate citizens 
of the United States. These rights and privileges and the Government services 
which are demanded and received cost money. A large part of this money is 
furnished by the Federal income tax but cooperative corporations, although a 
large and important part of the business community, make only a nominal con- 
tribution to the corporate income tax and, hence, to the cost of Federal Govern- 
ment. It is time that Congress corrects this situation. 


II, PRESENT SIZE, IMPORTANCE, AND GROWTH OF COOPERATIVES 


Cooperative corporations continue to grow, a fact demonstrated by available 
statistics and proclaimed by cooperative managers to their members but dis- 
claimed by cooperative lawyers to Congress. 


a. Number of members 


This test of growth has never been a particularly good one because of dupli- 
cation in reported statistics. To the extent that this duplication is consistent 
from year to year, however, there is reason to draw the conclusion that co- 
operative membership has grown substantially despite the fact that farm popu- 
lation, persons employed on farms, and the number of farms have all decreased 
in recent years. The rate of decrease has continued at an accelerated pace since 
1955. 


b. Business done by cooperatives 


The gross volume of business done by cooperatives has continued to increase 
since 1955. These facts were studied in exhibits B and C of our 1958 statement 
and are brought up to date as follows: 


Volume of gross business 


Farm supply 

Marketing co-ops and Total co-ops 
co-ops miscellaneous 
(in thousands) 








$2, 265, 000 $135, 000 
4, 835, 000 810, 000 5, 645, 000 
9, 340, 774 2, 920, 096 12, 260, 870 
9, 505, 945 | 3, 185, 707 12, 691, 652 
10, 098, 854 | 3, 379, 051 13, 477, 905 





During the 1958 hearings and again in the Rumble statement before this com- 
mittee in December, some effort was made to establish that cooperative business 
is an insignificant part of our total economy and that a large part of the statis- 
tical growth has been due to inflation in price level. These contentions were 
examined in exhibit C of our 1958 statement and the following conclusion 
reached : 


Despite an increase in price levels, the real volume of business done 
by cooperatives in 1955 was about twice that done 10 years earlier in 
1945. 
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The same price indexes have been examined for 1957. It is our conclusion that 
much of the increase in volume of business done by cooperatives is attributable 
to physical volume rather than price change. 

These statistical conclusions are confirmed by many persons in our industry 
who say that cooperatives as a group are the most important single factor in 
the grain marketing field. Hence, even though cooperatives may not be a sig- 
nificant part of the total business volume of the United States, their competitive 
influence is great in the agricultural marketing business. 


III. EXAMPLES OF COOPERATIVE GROWTH 


A. Regional farm supply cooperatives 

These large and profitable businesses have continued to grow both in total 
size as well as earning capacity. 

The earnings of 21 of these large cooperative corporations amounted to 
$56,216,000 in 1957 as compared with $46,061,000 in 1955, an increase of about 
22 percent. 

The consolidated financial statement of these same 21 cooperatives in 1957 
as compared with 1955 is as follows: 


{In thousands] 


Increase 








Assets: 
Current assets as $233, 832 $280, 193 | $46, 361 
Fixed assets (net) a 174, 850 217, 277 2, 427 
Other assets ee. < j 72, 085 $2, 403 | 10, 318 


Total 480, 767 | 579, 873 99, 106 


Liabilities and members equities: 
NINN nas panes ee be Res 85, 895 | 101, 364 15, 469 
Other liabilities 80, 344 87, 588 
Members equities 314, 528 | 390, 921 76, 393 


480, 767 | 579, 873 | 99, 106 





The substantial growth in members’ equities has continued—largely the result 
of tax-free retained earnings. 


B. Farmers Union Grain Terminal Association 


Exhibits G and H of the 1958 statement are brought up to date in exhibits 
A and B attached. Reported are the financial results of the last 3 years with 
1939 and 1949 added for purposes of comparison. 

We have also completed a new source and application of funds statement. 
This analysis which follows is helpful in appraising the rapid growth of this 
large regional grain cooperative. 


FUGTA’s earnings during period 1939-59 before education expense 
was approximately $52, 291, 000 
meth: remnne “WER. 2 been ee ence chee 2, 447, 000 


Net earnings for the 1939-59 period were 49, 844, 000 


These earnings were distributed as follows: 
Interest dividends on preferred stock prior to 1945 224, 000 
Allocation to permanent capital reserve 4, 900, 000 
Paid in cash to patrons for 1952 and subsequent years. y 
Preferred stock and Credits issued 39, 140, 000 


Total earnings distributed 


This results in a difference, which is explained by net surplus 
adjustments of approximately the same amount as de- 


scribed in note 7 to the comparative operating state- 
ments, 1958 statement, of 
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Sarnings retained for use in the business is less than total earnings because 
of certain cash distributions. These are reflected in the following statement 
which shows the source of earnings retained as of 1959: 


Permanent capital treberve ow ‘i020 U5 Jo oh se wa $4, 900, 000 


Preferred stock and credits issued have been 39, 140, 000 
Less the preferred retired 6, 551, 000 


32, 589, 000 
1, 057, 000 


33, 646, 000 


Which is the approximate members net worth as of 1959____ 38, 546, 000 
To this must be added term debt of__- sald __. 9, 400, 000 


Total 47, 946, 000 


This capital and term debt which has been built up by retention of earnings 
and borrowings has been used— 


To increase working capital which is used primarily to finance busi- 
ness Goes Dr meer MENOCINTIIN. a ei nee $15, 099, 000 
Pic BI ee iain nantes 2, 517, 000 
30, 552, 000 
Thus, total assets have increased 48, 168, 000 
But long-term debt increased - 9, 400, 000 


Leaving members net worth of about 38, 768, 000 


Consisting of: 
Common stock 
Pere wie cel CO oii ants Sirens d wits ten . 33, 834, 840 
Capital reserve—allocated 4, 899, 121 


Total 38, 767, 979 


During the fiscal year ending May 31, 1959 the Farmers Union Grain Terminal 
Association’s expansion included the construction of 9 million bushels of addi- 
tional grain storage and the acquisition of the McCabe Co. for approximately 
$5 million. The purchase of McCabe is particularly interesting because it 
involved not only 6 million bushels of additional grain storage space but also 
the end of a business which for many years had been a leader in the private 
grain trade in Minnesota, the Dakotas, and Montana. A paragraph from a 
publie letter by Mr. Ben C. McCabe to his many friends in the grain business 
tells graphically the problems encountered by noncooperative business firms 
competing with their tax-favored cooperative competitors: 

“A little over a year ago, the McCabe Co. sold its operating assets to the 
Farmers Union Grain Terminal Association. The company and its predecessor 
had served the farmers of the Northwest for 70 years. We had a fine line of 
elevator and feed plants, a substantial commission business, a wonderful group 
of employees, a high standing in the communities where we operated, and a history 
of successful operation. But the company had been started by four McCabe 
brothers. With the passing of years, ownership has gone to the second and third 
generations and it would not be long till there would be a further dilution of 
ownership with these owners scattered throughout the country, with many of 
them not knowing the other stockholders, with little, if any, interest in the 
company outside of the dividends received. We searched for several years to 
find a solution to the problem. We tried to work out a plan for present stock- 
holders to take debentures, distributing the common stock a group of young 
executives, but the constant need of cash for capital improvements would have 
made it impossible to pay off the debentures in 20 years. The fact that our 
co-op competition could capitalize and spend all their earnings on plant improve- 
ment while we had to pay 54 percent of our earnings in Federal and State 
income taxes, made that plan absolutely impossible. We approached all the 
large publicly owned companies in our industry. They showed absolutely no 
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interest. We thought of forming a new cooperative, but the risks involved were 
too great. Sale of our operating assets to GTA was the only solution to our 
problem. Believe me, it was a painful decision to make.” 

A paragraph from the FUGTA 1959 annual report tells more of their plans 
for the future: 

“When we are talking about the feed business, we want to point out that we 
believe, within 10 years’ time, our members will be as concerned about GTA’s 
big feed and supply business as they are about the grain marketing service. It 
has a potential beyond our imagination.” 

The question which remains unanswered is whether or not this future 
expansion is to be encouraged by Congress through permitted use of dollars which 
under present laws are income-tax free. It occurs to us that if this is done it 
will hasten the demise of other noncooperative competitors and their consequent 
elimination from the tax rolls. The same businesses will be conducted by 
cooperatives with the significant distinction that no income tax revenues to the 
Government will result. 


D. Country grain elevator and feed business 


Additional statistical evidence has not been obtained to show the increasing 
part cooperative grain elevators play in the first assembly and marketing of 
grain and the distribution of feed although we have received no indication 
whatsoever that this trend has not continued. 








IV. WHY COOPERATIVES HAVE GROWN AND HAVE COMPETITIVE ADVANTAGE 

Your attention is directed to the several examples stated in the association's 
1958 presentation. They apply equally as well today. 

The impact of income taxation upon competitive position cannot be over- 
stated nor said too often. This is the heart of the entire cooperative taxation 
problem. 

Income taxes affect competitive position in two ways, and both of these relate 
to price—the price at which the farmer’s products can be bought or at which the 
supplies he needs can be sold. 

1. Taxation of corporate income affects the rate of corporate growth. This 
is so obvious it requires no explanation. We may assume that a cooperative 
corporation will grow more rapidly than its noncooperative competitor, whether 
that be corporate, partnership, or in/lividual, if the cooperative actually has 
some tax advantage. This it does have at the present time because cooperative 
earnings are not now being subject to tax when distributed in noncash form. 

As the cooperative business grows more rapidly than that of its noncooperative 
corporate competitor, it has more assets (in the broad sense of that term) to serve 
its customers. Consequently, it can offer more and better services, usually at 
some price saving. This price saving is rapidly translated into a greater volume 
of business with consequent more rapid growth. An endless chain results. 

2. Taxation also can have a more direct effect upon price to the extent that 
these savings are reflected directly in the price paid or charged the customer. 


Vv. CONCLUSION 


In conclusion, we wish to restate the major reason for taxing the earnings 
of cooperative corporations. It is simply this. 

Cooperative corporations do all the things that their noncooperative com- 
petitors do—they buy and sell goods, render services, and through the judicious 
use of capital, labor, and management skills, create income. 

Cooperative corporations enjoy all the benefits of corporate citizenship in the 
United States—the privileges and freedoms, the benefits and protection of 
Government. 

Cooperative corporations should make a contribution to the cost of government 
measured in the same manner as that applied to their noncooperative competitors. 
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ExuHIBiIt A.—Farmers Union Grain Terminal Association comparative operating 
statements 


May 31, 
1939 


Description 


Total gross margins 


c $461, 266 
Operating expenses. --- 


Less 316, 424 
Net margin before education expense 
Educational fund 


Less 


Net savings for period 


144. 842 | 


May 31, May 31, 


32, 133 |$12, 


, 095 


3, 799, 183 
181, 843 


May 31, 


1958 


, 278 |$12, 141, 122 
8, 510, 056 


3. 631. 
181, 


066 | 


553 


|$15, 
ll 


May 31, 
1959 


331, 506 
, 278, 784 
4, 052, 722 

202, 636 


3, 449, 513 


144, 842 | 3, 617, 340 | 


3, 850, 


OR6 
Distribution of net savings: 
Interest dividend on preferred stock 
Allocation to permanent capital re- 


5, 692 


serve 


_ 14, 484 717 
Paid in cash to patrons__- 


, 951 
902 


385, 009 
769, 940 


Preferred stock and credits issued____- 


Total distribution 
Surplus adjustments pcbieeclatansen 
Permanent surplus per balance sheet 
Preferred per balance sheet_ Sane 
Adjusted to reflect preferred issued __- 
Increase in preferred during year 
Preferred retired or (sold 
Preferred retired per statement__-- 


144, 851 


32 


(199, 050 


Commodity distribution of net savings | *% Term. 


Wheat 
Durum mite ated 
Flax igistibteseicgs 1 
Rye 

Barley 

Oats 

Soybeans 

Corn 


97 
30 
65 
65 
32 


1 Not available. 
2“Term.”’ 


124,675 | 


199, 050 | 
323,725 | 16,891 


65 


, 07 | 


, 324 | 
231 |-- 
1, 982, 123 
16, 891,030 | 
, 030 
1, 657, 132 | 
223, 475 


Term. 


0.97 | 


refers to dividends paid from earnings of terminal grain operation. 


3 ‘*Line’’ to earnings of line elevators division but not available every year. 


, 660 | 


3, 449, 
“4, 514, 
30, 893, 


| 30, 893, 


513 


660 


1, 746, 61: 


668, 
667, 


2, 695, 137 


3, 850, 086 


4,899, 121 


834, 840 
3, 834, 840 
2, 974, 445 

(59, 025) 


(iy 


ine|Term. Line 


74 | 


74 


). 84 


-74 


66 
67 
64 


¥6 


2. 
2 
3 
2 
1 
1 
2. 
2 


. 69 
69 
87 
82 
93 


12 


42 
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ExuHiBit B.—Farmers Union Grain Terminal Association comparative balance 
sheets 


Description | May 31, May 31, | May 31, May 31, | May 31, 
"ae: Tee | ater.” 1959 
as I ee | | in | 


ASSETS | 
Current assets: 
Cash ~------------.----| $104,850 | $3,374, 525 | $1, 535,745 | $2, 413, 393 
Government bonds... : | 5, 130, 224 5, 000, 5, 000, 000 | 
Receivables and accruals (net) 758, 555 | 11, 162,620 | 18, 717, | 14, 739, 855 
OPIN Soca e ne 244,818 | 1,611,162 | 3,714,344 | 3, 534, 427 
Total_- 1, 108, 223 | 21, 278, 531 | 28, 967. 866 | 25, 687, 675 
Noncurrent assets: Stock in other co-ops, | | | 
margins, noncurrent receivables, etc____- 234,756 | 2,141,813 | 2, 506, 41! 2, 544, 941 | 
Fixed assets: Land, buildings, etc. (net)... 12, 7793) }, 987, 474 | 18, 466, 649 | 20, 565, 925 





Total assets : 1, 356, 58 | 30, 407,818 | 50, 030, 9% , 798, 541 
LIABILITIES ie 5 ay 


Current liabilities. _____- 667,923 | 11,344,137 | 12, 619, 101 | 10, 882, 488 
Noncurrent liabilities. ..-._.--. 343, 330 | 184, 926 | 87, Seki 
Long-term debt-__-_-_--- as Lae dianenak mee 2, 500, 000 | 


Total liabilities... .___- 1, 011, 253 , 529, 063 3, 706, 516 . 382, 488 34, 412, 13 
Members net worth: | | 
Common stock, voting - - -- 612 | 5, 592 7,197 | 7, 528 | 34, 
Preferred stock and credits__._____._. 199,050 | 16,891,030 | 29, 147, 25: , 893, 865 33, 834, 
Capital reserve, allocated__--.........-|-- a . 982,123 | 4,169,965 | 4,514, 660 | 
Savings for year-__--- | 1 "144. 843 |.--. | . 


Total liabilities and net worth | 7é 30, 407, 818 ; 9 | 48, 798, 541 


Net worths, auxiliary companies: 
Great Plains Supply 
F. U. Marketing Association ra eo f 
F. U. Grain & Supply i 1, 135.7 
Pneumatic Jacks, Ine ae 636, 
The Terminal Agency_.-_-- cimasicnne hikacmboe gel 122, 9% 
Grain Terminal Foundation and ot ; | 237, 7 . 
PRE PA baie axiheaiet chase bina karandtcale 18, 878, 755 | 33, 324, | 35, 416, 053 | ~ 38, 767, 97' 


Total FUGTA consolidated 





1 See operating statement. In this and preceding years, savings for the year were stated separately on 
the balance sheet. Such savings are stated before allocation and hence include amounts subsequently 
allocated to capital reserve and preferred stock and in some instances as dividends on preferred stock. 


The Cuarman. We will next hear from Mr. Edward E. Slettom, 
executive secretary of the Minnesota Association of Cooperatives. 


STATEMENT OF EDWARD E. SLETTOM, EXECUTIVE SECRETARY, 
MINNESOTA ASSOCIATION OF COOPERATIVES 


Mr. Sterrom. Thank you. 

Mr. Chairman and gentlemen of the committee, my name is Edward 
E. Slettom. I am the executive secret ary for the Minnesota Associa- 
tion of Cooperatives with headquarters in St. Paul, Minn. I was born 
and raised on a farm. I have been a vocational agr icultural teacher, 
a county agricultural agent, and I have worked with farmers all my 
life. Thad the pleasure of appearing before this committee in Janu- 
ary 1958 and briefly discussed our viewpoint on the cooperative tax 
matter. 

We have over 300 local associations as members. They are a cross- 
section of Minnesota cooperatives. Within the membership are nine 
regional or federated cooperatives which operate also in States be- 
yond Minnesota. Minnesota prides itself in having the greatest num- 
ber of farmer-owned cooperatives of any State in the Union, thus 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 


the matter of cooperative taxation is of real concern to us. Each year 
since 1945 our association has given careful study and thought to 
various proposals advanced on the tax treatment of cooperatives. 


URGE THAT THE U.S. TREASURY’S PROPOSAL BE REJECTED 


A corporate income tax placed on the cooperative itself would, in 
fact, be a denial of the whole cooperative principle. This is at heart 
what is wrong with the U.S. Treasury’s proposal in attempting to pin 
down tax responsibility. 

When the Treasury s proposal was first made public a year ago our 
members examined it closely. A detailed survey of 111 cooperatives 
of our membership showed that the bulk of them were redeeming, in 
cash, patron’s noncash allocations earned for the years 1946 to 1948. 
Patrons therefore had their earnings invested for a 12-year period. 
In some cases the period of investment was less, in others it was greater. 
Ninety-four percent of the cooperatives surveyed would find it im- 
possible to revolve capital within the 3-year period proposed by the 
‘Treasury. 


MIN NESOTA LEGISLATURE ASKS CONGRESS TO REJECT PROPOSAL 


Recognizing the serious and disastrous effect that proposal would 
have on cooperatives, farmers, and rural communities, our Minnesota 
Legislature last year held extensive hearings with scores of witnesses 
present and subquently passed a resolution memorializing Congress 
to reject that proposal. A full text of that resolution is exhibit A. 


The resolution passed almost unanimously. The vote was 64 to 0 in 
the conservative-controlled senate and 108-2 in the liberal-controlled 
house. This was the second time that our legislature passed such a 
resolution, memoralizing Congress to oppose punitive taxes on co- 
operatives, a previous resolution having been passed in 1951 by a 
conservative-controlled legislature. 

The 1959 legislature resolved— 


That the Congress of the United States be requested to recognize that in- 
debtedness which is owed by a cooperative or any other taxpayer to its patrons 
or customers is not income to such taxpayer even though it may be income to its 
patrons or customers ; and, be it further 

Resolved, That the Congress of the United States be specifically requested to 
oppose any measures which would prescribe any minimum interest rate or any 
maximum maturity dates for securities which are issued by cooperatives in 
payment of patronage savings payable to their patrons. 

We believe that the Treasury’s proposal is not realistic as our study 
and other studies have indicated; that it is discriminatory because 
equity investments in other business corporations are not restricted as 
to the time of redemption or amount of dividends to be paid; that it 
is punitive because it imposes a corporation income tax on income 
which is not the corporative’s but the pega We therefore sincerely 
request that the Treasury’s proposal be rejected. 


URGE THAT INTENT OF 1951 LEGISLATION BE SPELLED OUT 


We urge that your committee spell out the intent of the 1951 amend- 
ments which were put into Federal law and regulations under the 
leadership of the late Senator Robert A. Taft, so that there will be 
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no loophole as to the ownership of taxable income. Then the courts 
will have clear instructions regarding cooperative patronage refunds. 
Patrons of cooperatives will know how to treat noncash allocations 
in their individual income tax returns. 


BYLAW PROVISIONS AND INCOME OWNERSHIP 


At our recent annual meeting and at 15 district meetings of 
our membership, with hundreds of farmers present, the members 
repeated their position that— 


taxable patronage refunds when made pursuant to a previous agreement between 
patrons and their own cooperative, should be taxable to the patron at par for the 
year received, regardless of whether such refunds are made in the form of cash, 
capital stock, equity certificates, or equity credits. 

This position is not new. I wish to call to your attention that at 
least since 1951 responsible people have been encouraging this con- 
structive proposal in our State. I recall that as deputy commissioner 
of the Minnesota Department of Agriculture in the year commencing 
1951, I personally assisted a committee made up of cooperative mar- 
keting economists, auditors, and attorneys in drawing up a model 
set of cooperative articles of incorporation and bylaws which we 
believe clearly spelled out what we considered to be the spirit and 
intent of the revenue act passed by the Congress in 1951. 

There are two bylaw provisions in that model set which I would 
like to call to the attention of this committee. The first of these provi- 
sions pertains to notification of capital contribution. It reads as 
follows: 


The association shall within a reasonable time after the close of the fiscal 
year notify each patron of the amount credited to his account. Funds repre- 
sented by patron’s credits are held by the association with the understanding 
that they are furnished by the patrons, members, and nonmembers alike as a 
capital contribution to the association. All such amounts credited to patrons 
shall have the same status as though they had been paid to the patrons in cash, 
in pursuance of a legal obligation to do so, and the patron had then furnished 
the association corresponding amounts of capital. 


The second provision pertains to the contractual agreement between 
the patron and his cooperative. It reads as follows: 

By dealing with this association, the patrons acknowledge that the terms and 
provisions of the articles of incorporation and bylaws shall constitute a contract 
between the association and each patron, and both the association and the 
patrons are bound by such contract as fully as though each patron had indi- 
vidually signed a separate contract. The provisions of this article shall be called 
to the attention of patrons of the association by sending a copy thereof to each 
patron, or by posting a copy in a conspicuous place in the association’s office. 

I wish to repeat that the provisions read to you are from model by- 
laws prepared in 1951, were distributed by our Minnesota Depart- 
ment of Agriculture and the Minnesota Agricultural Extension Serv- 
ice, and have been used extensively, and accepted by the membership 
of cooperatives which have adopted new or revised bylaws since 1951. 

I call to your attention that the language does require patrons to 
accept their share of the earnings, cash or otherwise, as income to 
them. It makes plain that a noncash allocation is a reinvestment of 
capital by the patron in his own marketing, supply, or service facil- 
‘ty, and that this reinvested capital is income to the patron. 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 69 


The control between the patron and his cooperative is clear and 
evident. We believe this to be the logical approach to insure a single 
tax on the net margins of a cooperative or anization. From my 
experience in attending cooperative membership meetings I believe 
that a great majority of members support this approach. We believe 
it is fair and reasonable. 


URGE ENCOURAGEMENT OF COOPERATIVE EFFORT 


Basic to all these discussions we must recognize that there is now 
developing a rapid economic merger of wealth both within and with- 
out agriculture, and part of the farmer’s problem is being able to com- 
pete in this modern, highly organized and integrated business econ- 
omy. _ ‘To preserve his indiv iduality as a business concern, the farmer 
must likewise integrate forward toward the consumer and backward 
to the many supplies and services needed in today’s scientific agricul- 
ture. This is just exactly what business is doing today. The coop- 
erative is the only legal and economic mec hanism available to the 
farmer to proceed in like manner. The ene ouragement the Congress 
has provided cooperatives in years past is ever so important today. 
The kind of agriculture ownership we will have in the future hinges 
to a great extent on what happens to farmer-owned cooperatives 
today. 

The action of this committee in helping to get fair and reasonable 
tax treatment of cooperatives will certainly be appreciated by the 
farm families of our State. 

The CuairmMan. Without objection the exhibit A appended to your 
statement will be included in this record at this point, Mr. Slettom. 

(The document referred to follows:) 


Exnisit A 


A RESOLUTION Memortalizing the President, the Secretary of the Treasury, and the 
Congress of the United States to oppose measures altering the tax status of cooperatives 


Whereas business enterprises are made up of several types of business organ- 
izations, including proprietorships, partnerships, corporations, and cooperatives 
all of which contribute greatly to the tempo of economic activity within the 
State; and 

Whereas the largest number of cooperatives is in the State of Minnesota and 
the people of this State, particularly within the rural areas, have been greatly 
benefited thereby and have received many services through the various coopera- 
tive organizations; and 

Whereas the tax position of cooperatives has been thoroughly investigated by 
the Congress of the United States over a long period of time and these investi- 
gations have revealed that under the present laws, the cooperatives have faith- 
fully abided by the principles and regulations under which they have been organ- 
ized; and 

Whereas cooperatives do pay taxes and in many communities of this State are 
the largest taxpayers ; and 

Whereas the Secretary of the Treasury has recommended to Congress to re- 
quire cooperative patronage savings to be paid in cash within 3 years and to 
draw not less than 4 percent interest, or otherwise to be classified as income 
to the cooperative and be thereby subjected to corporation income taxes; and 

Whereas this alteration of the present tax status would seriously hamper and 
restrict the services which the cooperatives are performing within the State; 
and 

Whereas the Minnesota Legislature did once before, in 1951, consider and pass 
a resolution opposing similar unfair and punitive tax proposals against coopera- 
tives: Now, therefore, be it 
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Resolved by the Legislature of the State of Minnesota, That the Congress 
of the United States be requested to recognize that indebtedness which is owed 
by a cooperative or any other taxpayer to its patrons or customers is not income 
to such taxpayer even though it may be income to its patrons or customers; and 
be it further 

Resolved, That the Congress of the United States be specifically requested to 
oppose any measures which would prescribe any minimum interest rate or any 
maximum maturity dates for securities which are issued by cooperatives in 
payment of patronage savings payable to their patrons; and be it further 

Resolved, That the secretary of the State of Minnesota be instructed to trans- 
mit copies of this resolution to the President of the United States, the Secretary 
of the Treasury, the President of the Senate, and the Speaker of the House of 
Representatives of the United States, and to each Member of Congress from the 
State of Minnesota. 


Exuisit B.—RESOLUTIONS ADOPTED AT 1958 AND 1959 MEETINGS OF THE MINN! 
SOTA ASSOCIATION OF COOPERATIVES 


RESOLUTION OF 1958 


Whereas there have been attempts in certain areas to modify the treatment 
of taxable patronage refunds by permitting the patron to refrain from including 
the same in his tax return up to a specified number of years; and 

Whereas there will be further attempts to tax patronage refunds as corporate 
income: Now, therefore, be it 

Resolved, That the Minnesota Association of Cooperatives does hereby re- 
peat the historic position of our association and of cooperatives generally, that 
taxable patronage refunds when made pursuant to a previous agreement be- 
tween patrons and their own cooperative, should be taxable to the patron at 
par for the year received, regardless of whether such refunds are made in the 
form of cash, capital stock, equity certificates or equity credits, which position 
has for years been expressed in the regulations of the Internal Revenue Service 
and which should now be clearly embodied into the law by the coming session 
of Congress, thus putting an end to the confusion raised by those with economic 
and political axes to grind at the expense of farmers and consumers. 


RESOLUTION OF 1959 


Whereas the recommendation of the Secretary of the Treasury, urging enact- 
ment of a special and discriminatory income tax on cooperative savings, was 
formally introduced in the House of Representatives on June 19, 1959; and 

Whereas this legislation for the first time singles out cooperatives for im- 
position of an income tax not levied on other business, unless cooperatives pay 
an interest rate of at least 4 percent on their securities, and redeem securities 
issued for a patronage refund within a 3-year period ; and 

Whereas equity investments in all other business corporations are not re- 
stricted as to time of redemption or amount of divided payments; and 

Whereas this proposal singles out cooperatives for such unfavorable treat- 
ment of its equity capital investment; and 

Whereas our Minnesota Legislature in its 1959 session almost unanimously 
memoralized Congress to oppose such proposed legislation ; and 

Whereas even the best managed, most efficient and prosperous co-op asso- 
ciations in our State and the Nation could not comply with such unreasonable 
restrictions; and 

Whereas hearings have already been scheduled on this question when Con- 
gress reconvenes the first of the year: Therefore be it 

Resolved, That the Minnesota Association of Cooperatives protests against 
the passage of such unfair and punitive tax proposals, and directs its board 
and staff to use every effort to defeat them ; and be it further 

Resolved, That the Minnesota Association of Cooperatives asks Congress to 
spell out the 1951 compromise which was put into Federal law and regulations 
under the leadership of the late Senator Taft, so that our courts will have 
clear instructions regarding cooperative patronage refunds. 


The Cuatrman. Are there any questions of Mr. Slettom ? 
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If not, we thank you, sir, for bringing to us your views and those 
of the Minnesota Association of Cooperatives. Thank you very much. 

Our next witness is Hon. Joseph P. O'Hara. 

Mr. O'Hara, we are very pleased to welcome you to the committee 
today and acknowledge the m: iny years of very ‘fine service that you 
rendered in the C ongress as one of our colle: agues. We have missed 
you, 


STATEMENT OF HON. JOSEPH P. 0’HARA, NORTHWEST 
INDEPENDENT DAIRIES ASSOCIATION 


Mr. O'Hara. Mr. Chairman, might. I reply that this is a matter 
of emotional grappling, this being my first opportunity to speak to 
a committee since leaving Congress, and say that I have missed all 
of you very much and it is great pleasure to see so many of my old 
friends on both sides of this committee, and also say that over some 
18 years I shared some of the headaches in various forms of taxation 
proposals that we have had to deal with and which you have to deal 
with now. It is a most onerous task that you have, and one which I 
think generally is not appreciated as it should be by those who have to 
pay the taxes. 

Permit me to apologize for the situationthat Iamin. I realize that 
under the rules I am supposed to have copies of the statement to give 
to you. I don’t have them because I didn’t know I was going to 
appear here until 9 o’clock last night and I didn’t know I was on the 
program until about 11 o’clock this morning, but if I may have the 


permission, Mr. Chairman, of filing a more carefully prepared state- 
ment than I am in a position to do right now, I should like to have 
that privilege by Friday of this week. 

The CHamrmMan. You may have that privilege without objection, Mr. 
O’Hara. 

(Mr. O’Hara’s statement follows:) 


STATEMENT OF JOSEPH P. O’HARA FoR THE NORTHWEST INDEPENDENT DAIRIES 
ASSOCIATION 


I am Joseph P. O’Hara, practicing attorney with offices at 1411 K Street NW., 
Washington, D.C., and I appear here at the request of the Northwest Independent 
Dairies Association, Inc. As I explained in my appearance before the committee, 
I was not informed that I was to appear before this committee until the evening 
of January 31. I therefore have not had an opportunity to prepare state- 
ment and appreciate the permission granted me by Chairman Mills to file this 
statement. 

The membership of this association is largely located in the seven Midwestern 
States and would largely fall into the category of small businessmen operating 
under the so-called free enterprise system. They must compete with the coopera- 
tives, who have the benefit of the tax exemption, whereas many of the members 
of this association are confronted with the burden of being in the 52-percent tax 
bracket. 

This tax inequality has been an extremely heavy burden to these independent 
operators and has resulted in some of them being forced to sell their plants to 
their cooperative competitors, with the result in loss of taxes to the Treasury. 
It is the policy position of the Northwest Independent Dairies Association that 
the cooperative corporations should be taxed upon the same basis as private 
industry. 

The membership of this association is in complete sympathy with the problems 
which confront the farmers and dairymen. It is my own personal view that if 
the cooperative corporations were taxed upon their earnings the same as a private 
corporation is taxed that much of the tax discrimination which is objected to 
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would be met. I recognize the legal question as to attempts to tax patronage 
dividends of the individual patron. 

It is therefore the practical and simple suggestion that the great Committee 
on Ways and Means should amend the law so as to require the payment of 
corporate taxes by the cooperatives upon their earnings the same as private 
corporations as the first correction of this inequity. The present tax exemption 
to cooperatives has placed an impossible burden upon small business that must 
compete in the same area. If this inequity is not corrected it will mean not only 
the stifling of small business but will ultimately result in the elimination of most, 
if not all, of the independent small business dairy operators. 

I regret that I did not have more time and opportunity to prepare a more 
detailed statement. This is not an oversimplification of a very serious tax 
problem but is a concise statement of the views of the Northwest Independent 
DairiesAssociation. 

I appreciate the opportunity to express the views of this association before the 
committee. 

Mr. O’Hara. I might say very briefly that I have lived with the 
cooperative problems probably as much as any member of this com- 
mittee. My district which I represented was completely an agricul- 
tural dairy farming district and I have incorporated cooperatives 
under the laws of our State, and I couldn’t help but think in appear- 
ing here that I remember incorporating the first cooperative creamery 
that was ever incorporated in the State of Minnesota some years ago, 
and that goes back quite a while. However, I do say to you that 
there has been and is a very serious tax problem which the independ- 
ent creamery, and cheesemaking company, and small dairies of the 
corporate nature are confronted with in the Middle West area which 
my clients, the Northwest Independent Dairies Association, repre- 
sent. As Mr. Byrnes has suggested, some of these cooperatives are 
small and they have to compete on a basis of equality except when 
it comes to taxation. What has been going on is that some of the 
very well run independent corporations are confronted with an almost 
impossible competitive situation or with the situation wherein the 
larger and wealthier cooperatives are able to buy out or to force a 
sale of the independent corporations, which means that a company 
which is paying 52 percent in taxes, the incorporation is going out 
and that tax is being lost to the Federal Government, so every time 
we have one of these enforced sort of sales the Federal Government, 
the Treasury, is losing money by reason of the difference in the taxa- 
tion between the cooperative and the independent. 

Permit me to say, as I heard Mr. Rumble say, who is a very able 
and distinguished lawyer from St. Paul, Minn., that over the years 
I have talked to members of the cooperatives who have told me 
frankly they did not feel that the cooperatives should have any tax 
exemption, with the small business which had to compete with them. 

I am speaking now of patrons of cooperatives, and what Mr. 
Rumble has said has been my own experience. Mr. Chairman, that 
is all I have to add at this time and I will present a statement to the 
committee. 

The CHairman. We appreciate, Mr. O’Hara, your coming back to 
the Congress, and particularly the fact that your first appearance 
before a committee, after being with us some 18 years, is before the 
Ways and Means Committee. 

Mr. O’Hara. Thank you very much. 

Mr. Kroeu. Mr. Chairman. 

The Cuarrman. Mr. Keogh. 
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Mr. Kroen. It is my fear, as a result of the very pleasant and de- 
served amenities that attended the calling of our witness’ name, that 
the reporter did not get your full name and your present address, and 
I think the record would be incomplete without both. 

Mr. O’Hara. I should be very happy to leave cards, if necessary. 
I forgot to add, Mr. Chairman, and I was derelict in that, that my 
business address is 1411 K Street, and I hope when I get enough 
chairs in the office I can invite you up there. 

Thank you. 

The CHarmman. Thank you, Mr. O’Hara, for coming to the 
committee. 

The Cuarrman. Our next and final witness for today is Mr. John 
A. Gosnell, general counsel of the National Small Businessmen’s Asso- 
ciation. 

Mr. Gosnell, we are pleased to have you with us today, sir, and if 
you will give us your business address you will be recognized. 


STATEMENT OF JOHN A. GOSNELL, GENERAL COUNSEL, NATIONAL 
SMALL BUSINESSMEN’S ASSOCIATION, ACCOMPANIED BY 
LEONARD CALHOUN, TAX CONSULTANT 


Mr. Gosne.L. Mr. Chairman, I have with me Mr. Leonard Calhoun, 
a recognized expert in this field, who is associated with us in this 
matter. 

My name is John A. Gosnell, I am general counsel for the National 
Small Businessmen’s Association, 801 19th Street NW., Washington, 
D.C. 

The tax-free competition from cooperatives has been officially ac- 
knowledged as a major small business problem. It is also a national 
problem, and one of rapidly increased dimensions. The disparity 
in tax treatment provides a tremendous incentive and impetus for 
expanded co-op business activity, and I assure you that it will con- 
tinue to flourish at the expense of the taxpayers generally and of the 
Federal revenue. 

I should state that our membership covers all types of business ac- 
tivity concerned with this problem. This includes manufacturers, 
wholesalers, and retailers, and we have a good many members who are 
farmers, milk producers, and grain dealers. The protests arising out 
of the taxfree competition of co-ops are increasing in number, and 
it is apparent that the condition is leading not only to serious dis- 
locations, but in some localities to near monopoly situations. 

We have a number of small business members who have resorted to 
cooperative action in one form or another in order to meet the com- 
petitvie problems of the day, and we have some members who have 
become involuntary patrons of cooperatives by force of circumstances. 

It has been charged, of course, that we are enemies of the co-op 
movement. Nothing could be further from the truth. Our associa- 
tion is not here to criticize the cooperative philosophy or way of doing 
business. This subject is beclouded with idealistic notions of social 
and economic betterment, but I have no comment on this point except 
to emphasize that we address no complaint to the true co-op which 
does in fact perform a service function for its members. Any group— 
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farmers, businessmen, or others—may cooperate effectively to their 
mutual advantage without doing so at the expense of others. 

We are concerned here with profits which result from a business 
activity which is within the familiar framework of the free-enter- 
prise system. Stripped of semantics and subtle misrepresentations as 
to beneficial ownership and group services, we are not dealing with 
altruism, nor with any idealistic form of social service which deserves 
coddling at the expense of the whole community. 

We are concerned with profits from a business operation which com- 
petes in the marketplace for customers, which requires risk capital, 
which must have a markup above cost to provide it with working 
capital. It was not philanthropy but experience which led the co-ops 
to adopt the slogan “Buy at the market and sell at the market.” They 
must have profits and the right to retain these profits if they are 
to survive and expand. 

Our position is that accumulated earnings of the co-op are indis- 
tinguishable in principle from the earnings of an ordinary business 
corporation. These are derived from precisely the same activities, and 
with the same profit motives. It is argued that the beneficial nature 
of co-op ownership is a valid basis of distinction. As a matter of 
fact co-op paper has been so denuded of the attributes of ownership 
that this tenuous and highly conditional equity provides a compel- 
ling reason for application of the normal income tax. 

The real beneficiaries of this favored tax treatment are the co-op 
managers—not the patrons, and we submit that this fact, which has 
not been sufficiently emphasized, falls far short, in terms of broad 
social or economic benefit, of the minimum value required to base a 
congressional policy. 

In making any fair appraisal of this problem it must be acknow]- 
edged that a great change has taken place in the facts which originally 
moved the Treasury and the Congress to embrace the tax policy of 
which we now complain. There is abundant evidence, in the burgeon- 
ing expansion of the co-op movement, the wholesome group service has 
long since ceased to be the motivation. The co-ops now are in public 
business, and they are integrated both vertically and horizontally on a 
larger scale. 

I do not need to explain to this committee the powerful advantage 
enjoyed by any present-day business which can retain twice the amount 
of earnings as its competitor. This has now become a lethal situation. 
And this is not a contest between two businesses systems where healthy 
competition might inure to the benefit of society as a whole. 

The problem we face here is one of unfair competition because one 
of the competing groups enjoys a favored and unjustified tax position. 
Business activity serving exactly the same function is being taken 
from one set of owners and handed to another set of owners, not 
because of proficiency or greater service, or any new value to society, 
but merely because of tax policy. No new wealth has been created 
here. This economic cancer feeds on existing business, and on the 
Federal revenue. No competitive purpose is served because the in- 
evitable trend is toward a monopoly situation in each community. 
And, most importantly, our national economy is impaired exactly by 
the amount of unusable paper issued by the co-ops. It may be that 
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we can do without salable evidence of ownership in business corpors 
tions, but it seems a bit premature for this decision. 

This is an absurb situation for a country dedicated to a fairly con- 
ducted free enterprise, and I am sure the Communists are highly 
amused at our predicament. 

In the face of these facts it is unthinkable to contemplate any 
plan which would merely pass the tax burden to the holders of co-op 
paper. This begs the main question. The small business community 
will resist this approach with the grim determination of men facing 
economic death. ‘The essence of the problem is that large accumula- 
tions of corporate earnings escape taxation. This is the source of the 
unfair competition of w hich we complain. 

We submit that there is no mystery about how to rectify the prob- 
lem. The Mason bill would do it with complete tax equality. The tax 
credit plan sponsored by Congressman Davis would effectively do the 
job, and it would be especi: lly immune to any form of evasive mani- 
pulation which might be accomplished under some other proposals. 

The cash compromise proposal advanced by Senator Williams is 
also sound. In fact any plan which firmly taxes retained earnings is 
a fair solution. 

We strongly object to that part of the Treasury bill which would 
permit deductions of 3- year paper. This is purely an arbitrary con- 
cession for which there is no basis in tax theory, nor, we earnestly 
submit, is there any factual justification for a policy which perpetuates 
unfair competition. 

The Cuatrman. Mr. Gosnell, we thank you, sir, for bringing to us 
the views of the National Small Businessmen’s Association. 

Are there any questions of Mr. Gosnell ? 

If not, again we thank you, sir, and thank you, Mr. Calhoun, for 
coming with him. 

Mr. Gosneii. Mr. Chairman, I would like permission to insert in 
the record, if I may, some comments on the bill submitted by Mr. 
Rumble. 

The Cuarrman. It would be helpful to us if you would. 

Mr. Gosne.tt. Thank you very much. 

The Cuarrman. Without objection } you will be permitted to do so. 

(The data to be furnished is on p. 394.) 

The Cuairman. That concludes the call of the calendar for today, 
and without objection the committee adjourns until 10 a.m. tomorrow. 

(Whereupon, at 2:45 p.m. the committee was recessed, to reconvene 
at 10 a.m. Tuesday, February 2, 1960.) 
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TUESDAY, FEBRUARY 2, 1960 


Houses or REPRESENTATIVES, 
ComMITree ON Ways AND MEaNs, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The CHamman. The committee will please be in order. 

This morning our first witness is Mr. John Wallace, appearing in 
behalf of the Liquefied Petroleum Gas Association. 

Mr. Wallace, will you please come forward ? 

Mr. Wallace has with him one of my very good friends from my 
home State, Mr. Preston Grace, who is president of the Arkansas 
LP Gas Association. 

I am pleased to welcome both you gentlemen to the committee this 
morning and, Mr. Wallace, if you will identify yourself for the record, 
you are recognized, sir. 


STATEMENT OF JOHN WALLACE, IN BEHALF OF THE LIQUEFIED 
PETROLEUM GAS ASSOCIATION, ACCOMPANIED BY PRESTON 
GRACE, PRESIDENT, ARKANSAS LP GAS ASSOCIATION 


Mr. Wauuace. Thank you, Mr. Chairman. I certainly appreciate 
the opportunity to appear before the committee. 

In the interest of conservation of time, Mr. Chairman, we have a 
statement that we would like to introduce as our formal statement, 
but I believe that I can save some time for questioning by going 
through and highlighting our statement with your permission. 

The CuHatrmMan. Fine, Mr. Wallace. Your entire statement will, 
without objection, appear in the record. 

(Prepared statement of Mr. Wallace follows :) 


STATEMENT SUBMITTED ON BEHALF OF PROPRIETARY MEMBERS OF LIQUEFIED 
PETROLEUM GAS ASSOCIATION BY JOHN WALLACE, BILLINGS, MoNT., ON SUBJECT 
OF TAXATION OF COOPERATIVES 


Mr. Chairman and gentlemen of the committee, my name is John Wallace. 
I am vice president of Petrolane Gas Service, Billings, Mont. My company 
operates in the Northwest and the west coast area. We are distributors of lique- 
fied petroleum gas. Liquefied petroleum gas is a fuel, commonly known as 
propane, butane, or bottled gas. It is used in the household, for varied agri- 
cultural purposes, and in some commercial and industrial applications. It is 
used for cooking, water heating, space heating, as a motor fuel and in numerous 
other applications as a fuel for producing heat or power. 

I am appearing on behalf of the proprietary members of the Liquefied Petro- 
leum Gas Association. The association represents about 80 percent of national 
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industry business volume. There are approximately 2,200 privately owned 
member companies. We also have 34 affiliated State associations. The associa- 
tion has co-op members and this statement does not reflect their opinion. In 
appearing I am accompanied by Mr. Preston Grace, a member of LPGA’s board 
of directors and immediate past president of the Arkansas LP Gas Association. 
The proprietary companies represented range from multistate operators down 
to a small bottled-gas dealer. The statements expressed would also represent 
the opinion of hundreds of other small nonmember proprietary liquefied petro- 
leum gas dealers. The board of directors of this association has previously, 
in a formal statement of policy, declared “its conviction in, and adherence to the 
principle that the American system of free competition and free enterprise de- 
mands that each form of business enterprise should stand on its own merits 
without favoritism or benefit of governmental subsidy, either direct or through 
inequality of taxation.” We consider that co-ops are a form of business enter- 
prise now favored through inequality of taxation. We are concerned with their 
explosive expansion as it affects the tax revenues of this country. Co-op tax 
free expansion is grabbing the largest share of new business and driving private 
tax paying enterprise out of business. This is tax erosion that requires imme- 
diate congressional action. 

The liquefied petroleum gas dealer comes in contact with two types of co-op, the 
liquefied petroleum gas co-op and the RBA co-op. We believe that this hearing 
is primarily concerned with the agricultural co-op which if tax exempt falls under 
sections 521 and 522. We will accordingly direct our principal comment at that 
type of co-op. However, we wish to express our equal concern with the REA 
co-op, that also pays no Federal tax, and enjoys a subsidized interest rate of 2 
percent. They are apparently exempt under section 501(c)(12). Our state- 
ments relative to the business nature and equitable tax handling for co-ops have 
equal application to this co-op form of business enterprise. REA co-op tax 
erosion is very substantial. In a January 1960 release, REA Administrator 
David Hamil reports that 1959 net margins totaled an estimated $87.7 million, 
up 16.6 percent over 1958, and further states that “five out of six consumers 
added to the REA lines in the continental United States during 1959 were non- 
farm customers.” Section 501(c)(12) should be clarified to eliminate any 
purported exemption and place these co-ops on the same plane with the private 
enterprise with which they are unfairly competing through present favorable 
tax treatment. 

The liquefied petroleum gas co-op is basically a purchasing co-op. Conse- 
quently, our comments and recommendations are related to that type of co-op 
operation. These comments have equal application to the tax-exempt and so- 
called taxable co-op, for they relate to similar tax treatment on net margins. 
We recognize that there are distinctions ae present, but there is no practical 
reason for separate handling. While basically a purchasing co-op, some related 
liquefied petroleum gas co-ops have expanded to production and manufacture. 
Regional co-ops, such as Consumers Cooperative Association, are outstanding 
examples. CCA produces, transports, and markets liquefied petroleum gas, and 
even manufactures customer tanks and appliances. I have read in detail pages 
1867 to 1988 of the volume 8 of the tax revision compendium prepared for the 
committee in November. Obviously, it would be repetitious to again restate the 
co-op tax policies and principles that are so adequately presented. We are ap- 
preciative of the theoretical, historical, and legal principles involved. However, 
the experts, even those of apparent co-op persuasion, appear to be unanimous 
in their belief that tax revision is justified and necessary. The question seems 
to be how to do it, with the complementary objectives of preventing continued 
tax erosion, and creating tax equality with private enterprise. We are not in 
any sense suggesting that co-ops be eliminated. Perhaps the small farmer needs 
the benefit of the co-op form of organization for his marketing and some im- 
mediate purchases. We are suggesting that the co-ops pay their fair share of 
the tax burden for the privileges they enjoy on a basis comparable with private 
industry. 

Under the social theories surrounding the creation of the co-op organization, 
it was considered to be an organization that contributed to the general well- 
being of society, and did not operate for the purpose of making a profit. The 
legal basis of exemption for purchasing co-ops dates from the Revenue Act 
of 1921 which provides exemption for “farmers, fruit growers, or like associa- 
tions.” These basic theories or principles no longer apply to the modern liquefied 
petroleum gas co-op. Co-ops are now formed, or have developed, into organiza- 


ee ee ee ee ee ee ee ae 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 79 


tions that primarily operate for the well-being and profit of their members. Their 
competition, like society in general, is being forced to assume the burden of the 
tax that is now lost. A number of countries outside the United States have 
recognized this and now tax co-ops. Congress showed intent in 1951 that was 
vitiated by the co-ops member wiggling through a technical loophole. Does 
this demonstrate an organization dedicated to the well-being of society? It is 
obvious that the well-being of its members is the paramount consideration. 
Liquefied petroleum gas co-ops are no longer necessarily small agricultural pur- 
chasing groups. They are off the farm. They are big. If size is any criterion for 
exemption, there are innumerable liquefied petroleum gas dealers much smaller 
than co-ops. Co-ops have expanded their facilities with tax-free earnings at 
a rapid rate. Taxpaying competitors cannot even maintain their existing posi- 
tion in some areas and tax income is suffering. Unless Congress takes action, 
the tax-free cooperative will soon dominate the liquefied petroleum gas market 
with resultant additional tax erosion. The attached announcements on the initia- 
tion of new liquefied petroleum gas co-ops demonstrate business activity com- 
parable with private taxpaying enterprises and a further challenge to tax revenue. 
Duplicate or similar advertisements appeared during 1959 in many areas. Their 
similarity indicates a concerted and stimulated campaign at a national level. 
This is a far cry from the original theory creating the agricultural co-op. These 
announcements speak for themselves, but I would in particular direct your at- 
tention to the invitation to the general public, farmers and nonfarmers, members 
and nonmembers, to participate. I request that these attachments be made part 
of the record. 

As additional specific examples of co-op tax free operations in this industry, 
I first refer you to the 1959 annual report of Consumers Cooperative Associa- 
tion, a significant factor in this industry. CCA reports for their year ending 
in 1959, 32 petroleum associations expanded into liquefied petroleum gas distribu- 
tion making a total of 204 cooperatives now looking to CCA for their liquefied 
petroleum gas supplies. The increase in sales that year was 17,756,000 gallons 
over the previous 12 months or an increase of 25.31 percent, double the industry- 
wide experience for the comparable period. That is taxable business lost to 
private enterprise. During this same 12-month period CCA had total net 
margins of $10,565,986. Of this amount after distribution of $296,244 to sub- 
sidiaries, the statement shows patronage refunds of $6,582,387, payments of 
dividends, $983,262, and a retention of $1,466,798. However, this 614 million, 
which at first glance appears to be a refund, was not that. Of this 6% million, 
cash of only $1.4 million was returned. The balance, or $5.1 million was paid 
in dividend-bearing preferred shares in accordance with a plan adopted in 1952 
by this corporation, which provides that 80 percent of the patronage refund 
be paid in this fashion. As further examples, and as reported on page 1921 
of the Tax Compendium, two other significant co-op factors in this industry had 
the following experience in 1957, the latest figure obtainable when this state- 
ment was prepared. Farmers Union Central Exchange had sales of $75,972,000, 
and net margins of $8,578,000. Midland Cooperative Association had sales of 
$43,320,000, and net margins of $2,031,000. These cooperatives made no cash re- 
fund during that year. These net margins escaped taxation. In newspaper 
reports * of the Midland Cooperatives, Inc., recent annual meeting General Man- 
ager Smaby is quoted as stating that their 5-year growth plan, including 30 new 
liquefied petroleum gas plants, will bring member cooperatives a higher return 
on their investments and that with fewer living on the farm in the 1960’s Mid- 
land expects to serve many more people in cities and suburbs. If there is any 
lingering doubt as to the full corporate status of the co-op, I recommend a com- 
plete reading of CCA’s 1959 annual report. 

Our conclusions and recommendations may seem like oversimplification but 
it is time simplicity entered into this confused tax picture to dispose of the 
tortured reasoning whereby exemptions are supported and to stop further tax 
erosion, now. The co-op corporation is a corporation, and as such a legal entity. 
There is no relationship of partnership among the members, or with the corpo- 
ration. Neither is there a relationship of principal and agent between the 
member and the corporation. If there were a true agency the purchasing co-op 
would buy only on order. The fictions of agency and partnership should be 
disregarded and the co-op corporation considered in its true light as a profitmak- 
ing corporation. It appears that co-op corporations desire all the privileges and 


1 Beaver Dam (Wis.) Citizen, Jan. 12, 1960. 
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protection of the corporate form without bearing their just and fair share of tag 
responsibility. Federal taxes are an item of corporate operating cost paid for 
the services of government, received equally by the proprietary corporation and 
the co-op corporation. 

If we recognized the co-op corporation as a legal entity acting in its own 
right and subject to tax as a private corporation, we next face the question of a 
proper tax basis. Supplementary to this is the question of the nature of the 
patronage return, particularly the credit memo. It is a dividend. In the case 
of the purchasing co-op, and particularly the regional co-op we encounter in the 
liquefied petroleum gas industry, its ingredients arise from so many sources as to 
become inseparable, i.e., profits on production, on manufacture, on transporta- 
tion, return on substantial capital investment, sales to nonmembers and, last 
and probably least, sales of gas to members. A credit memo that may or may 
not be redeemed in cash at some future date is not a rebate. It is probably best 
compared to a stock dividend. There have been many suggestions advanced 
recognizing that most of these ingredients of the dividend, that arise from profits 
similar to private corporate profits, i.e., return on capital, be subject to tax, but 
we submit that the problem of separation is such that the only practical approach 
is taxation of the net margin. If the patronage return is a true rebate, it will 
be payable in cash, paid at once, and can be handled as by any corporation. The 
co-op Margins represent net earnings before tax comparable to proprietary cor- 
poration earnings and should be taxed as such. 

The suggestions that only the member be taxed on patronage dividends do 
not represent realistic handling. The committee will readily recognize the 
problem of -collecting this tax from thousands of individuals. Tax erosion will 
not be stopped. The tax should be imposed at the corporate level as it is on 
other corporations. In this suggestion we are only placing into effect a repre- 
sentation made by the co-ops themselves. In 1959, co-op advertising reproduc- 
ing material of the Co-op Advertising Council appeared in many newspapers.’ 
After stating that the patron treats refunds just like any other item of income, 
the copy goes on to say, “In addition, the cooperative itself pays taxes under 
the same laws, at the same rates, in the same manner as any other corporation.” 
We suggest that the co-op be permitted to do just that. 

Tax equality means exactly that—placing co-op corporations on the same tax 
treatment basis as the private corporation. Nothing more is asked, for I 
reaffirm that we are in no sense suggesting elimination of the co-op as a form 
of business operation, or enterprise. Proprietary companies do urge immediate 
tax revision demonstrated as necessary in the face of co-op expansion, present 
and planned, that creates grave tax inequity and presents a most substantial 
drain ‘on. tax-producing income from private enterprise. The solution is in 
repealing present sections 521 and 522 and denying any exclusion on patronage 
dividends. Only through this action can unfair tax treatment be corrected and 
the present tax loophole effectively plugged. 

Respectfully submitted. 


JOHN WALLACE. 


2 Including Ortonville (Minn.) Independent, Feb. 19, 1959. 
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FORT SCOTT FARMERS CO-OP 


IS EXPANDING INTO 


PROPANE and BUTANE 
TO 
KEEP FARMERS IN CONTROL OF FARMING! 


Propane is one of the fastest-growing, high margin industries in the country today. And farmers 
are the biggest users of this product. This makes Propane a definite part of our farming opera- 
tion. But distant corporations drain off the profits from our farms and communities. Prices of many 
supplies farmers must buy are rigged, fixed or administered” rather than being set by competi- 
tion or the lew of supply and demand! As a result, parity is back down to 80%, and no matter 
how efficient we become on our farms, we will always remain on the short end so long as we let 
others operate ‘the most profitable part of agriculture'’s business! This doesn't make sense!! 


Farmers of Paola, Humboldt, Mound City, Neodesha, Mound Valley, Coffeyville, Cedarvale, Oswego 
and many other communities have recently gone into their own Co-Op propane business. The 


result has been competition, increased savings on their farms, more money spent on Main Street. 
is does make sense!! 


We farmers can learn much from other businesses. Our U.S. steel companies don't just run steel 
mills... they own and control their ore deposits, and they own the ag ge to haul the ore 
to their mills, simply because this is all a part of the steel business! This, too, makes good sense!! 


WHATS GOOD FOR U. S. STEEL COMPANIES IS GOOD FOR U. S. FARMERS! 
To Get Into The Propane And Butane Business We Have Set Aside 


FRIDAY, JANUARY 16th as 
CO-OP PROPANE DAY 


On this one day, about 50 of ey neighbors have volunteered to contact by and your friends 


to invest in our new CO-OP PROPANE PLANT. $18,000.00 is our goal, and 10-year Certificates 
of indebtedness (non-assessable) are being offered in units of $100.00 each. Anyone can invest, 


farmer and non-farmer alike. They pay 5% each year for 10 years, after which they will be retired 
(or earlier, at the Board's discretion). Watch your mails for more information. 


Co-Op Is An Independent, Farmer-Owned and Controlled 
Tax-Paying, Free Enterprise Business System That 
Returns Its Benefits To Its Customers! 
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LINCOLN CO-OP ASSOCIATION 


IS EXPANDING INTO 


PROPANE! 


The Propane era is without a doubt here. Farmers want 
and need this propane service as a part of their CO-OP 
operation. Most farmers are now using or are switch- 
ing to this clean-burning fuel, both for heating and for 
power. PROPANE is a “natural” and has an essential 
place in the modern, up-to-date CO-OP petroleum op- 
eration. 


CO-OP DOLLARS RETURN MORE FARM DOLLARS! 


CO-OP propane will help increase our net savings and 
RETURN FARM DOLLARS where they belong — TO 
THE FARMER HIMSELF |! ! 


CO-OP Propane Day 


WEDNESDAY, MARCH 4th 


On this ONE DAY, 15 or more teams of farmers—your 
neighbors—have volunteered to CONTACT YOU and 
your friends to invest in your LINCOLN FARMERS 
CO-OP OIL CO. Propane will be another department 
of your present CO-OP, not a new CO-OP, which means 
both added security, and increased savings. 


INVESTMENTS AVAILABLE 


Certificates of indebtedness, paying 4%% annual in- 
terest, mature in 10 years, or earlier, at the discretion 
of the Board of Directors. A goal of $30,000 will pro- 
vide complete bulk storage and farm delivery service. 
ANYONE CAN INVEST — FARMER or NON-FARMER, 
MEMBER or NON-MEMBER. 


This Is A Good Investment—A Sound Investment 
Your Lincoln CO-OP is returning good savings to the 
farmers of this area, over $68,000 paid out in just the 
last 8 years. The addition of propane service will help 
serve our farm equity even more, and build better rural 
communities, too. 


Keep Farmers In Control Of Farming 


Be ready to do YOUR PART!—By investing in C. I's, 
in multiples of $100 on CO-OP PROPANE DAY 


CO-OP: Our Best Farm Program ! 
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BUREAU 


New York, N. Y. 
Chicago — Kansas City 


BEAVER DAM, WIS., CITIZEN 
Cire. D. 6,317 


YAN 12 9g 


Midland Co-op to Expand 


Delegates from Western Dodge | land products are not now avail- 


County Co-operative teamed de able,"’ Smaby said. “ 
tails of a S-year ex jon and be no invasion of territor 


ahead more le wi 


E MS ae ere people willbe 
neapolis. living in cities suburbs 
Attending from this area were: | fewer wile Tving_an_azme- 
John Koepsell, vice president, ile services to farmer-patrons 
‘extreme Jeft above’. and Harry | will be stepped up and lines ex-| 
Gritzmacher, general manager,| panded to serve them with a 
(center! shown registering with | ducts and services that will meet 


the convention clerk seated at|needs in the 1960s, Midland also 
desk. 


y told 400 delegates and ition to expanding its pro- 

sts at the meeting that the/ duct lines, the regional coopera- 

rowth plan will bring membe: | tive will open during the next 5: 
ratives a higher return on! years: 81 new bulk patroleum 

heir investment and also make | plants. 30 new LP. gas plants, 
reater savings for them on their , 425 new service STattoms. including 
rchases through the regional , 125 operated by the regional or 
rative its member cooperatives and 300 

“The Midland family will be | operated by licensed agents whose 
serving more people with more | customers will get patronage re- 
goods and services, both in the ' funds on the things they buy. 
| areas already being served as well; 50 new feed mills and 41 new 
‘as in new territory where Mid- | hardware departments or stores 


to and footnoted on Page 5 of 
sete dein Wallace's sFaronent. Under! ines 
are witness’. 





84 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


Ohaus nbd 


“‘T’m in the best position to know 
how cooperative earnings are taxed!” 


**] pay them!’’ 

That's right! Cooperative earnings to this farmer 
neighbors who buy from the cooperative. refunds receiv 
the cooperative are treated just like any other i 
‘There's even a special line provided in the federal income 
for such refunds. 


In addition, the coo 
laws, a same rates, in 


Cooperatives help more people share in America’s progress 


FARMERS UNION OIL CO. 


ORTONVILLE MINNESOTA 


Reterred to and footnoted on Page 7 of Witness John Wallace's statement. 
Underlines are witness’. 
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The CuHarrMaNn. You may proceed as you desire. 

Mr. Wauiace. Mr. Chairman and gentlemen of the committee, my 
name is John Wallace. I am vice president of the Petrolane Service, 
Billings, Mont. 

My company operates in the Northwest and the west coast area, 
We are distributors of liquefied pertoleum gas. Liquefied petroleum 
gas is a fuel commonly known as propane, butane, or bottled gas. It 
is used in the household, for varied agricultural purposes, and in some 
commercial and industrial applications. It is used for cooking, water 
heating, space heating and as a motor fuel, and in numerous other 
applications as a fuel for producing heat or power. 

1 am appearing on behalf of the proprietary members of the 
Liquefied Petroleum Gas Association. This association represents 
approximately 80 percent of the national industry business volume. 
There are approximately 2,200 privately owned member companies. 

We also have 34 affillated State associations. The association has 
co-op members and this statement does not reflect their opinion. 

In appearing I am accompanied by Mr. Preston Grace, a member 
of the LPGA’s board of directors and immediate past president of 
the Arkansas LP Gas Association. The proprietary companies repre- 
sented range from multistate operators down to the small bottled 
gas dealer. 

The statements expressed would also represent the opinion of hun- 
dreds of other small nonmember proprietary gas dealers. 

The board of directors of this association has previously in a for- 
mal statement of policy declared its conviction in an adherence to the 
principle that the American system of free competition and free en- 
terprise demands that each form of business enterprise should stand 
on its own merits without favoritism or benefit of Government sub- 
sidy, either directly or through inequality of taxation. 

We consider that cooperatives are a form of business enterprise now 
favored through inequality of taxation. We are concerned with their 
explosive expansion as it affects the tax revenues of this country. 
Co-op tax-free expansion is grabbing the largest share of new busi- 
ness and driving taxpaying enterprise out of business. This is tax 
erosion that requires immediate congressional action. 

The liquefied petroleum gas co-op is basically a purchasing co-op. 
Consequently, our comments and recommendations are related to that 
type of co-op operation. While basically a purchasing co-op, some 
related liquefied petroleum gas co-ops have expanded to production 
and manufacture. 

Regional co-ops, such as Consumers Cooperative Association, are 
outstanding examples. CCA produces, transports, and markets liq- 
uefied petroleum gas and even manufactures customer tanks and 
tanks. 

I have read in detail pages 1867 through 1983 of the third volume 
of the tax revision compendium prepared for the committee in No- 
vember. Obviously it would be repetitious to again restate the co-op 
tax policies and principles that are so adequately represented. 

We are appreciative of the theoretical, historical, and legal princi- 
ples involved. However, the experts, even those of a parent co-op 
persuasion, appear to be unanimous in their belief that tax revision is 
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justified and necessary. The question seems to be how to do it, with 
the complementary objectives of preventing continued tax erosion and 
creating tax equality with private enterprise. 

These basic theories of principles no longer apply to the modern 
liquefied petroleum gas co-op. Co-ops are now formed or have de- 
veloped into organizations that primarily operate for the well-being 
and profit of their members. Their competition, like society in gen- 
eral, is being forced to assume the burden of tax that is now lost. 

Liquefied petroleum gas co-ops are no longer necessarily small agri- 
cultural purchasing co-ops. They are off the farm. Co-ops have ex- 
panded their facilities with tax-free earnings at a rapid rate. 

As specific examples of co-op tax-free operations in this industry, 
I first refer you to the 1959 annual report of the Consumers Coopera- 
tive Association, a significant factor in this industry. 

CCA reports for their year ending in 1959, 32 petroleum associa- 
tions expanded into liquefied petroleum gas distribution, making a 
total of 204 cooperatives now looking to CCA for their liquefied pe- 
troleum gas supplies. The increase in sales that year was 17,756,000 
gallons over the previous 12 months, or an increase of 25.3 percent, 
double the industrywide experience for that period. 

Farmers Union Central Exchange had cae of $75,792,000 and net 
margins of $8,578,000. 

Midland C ooperative Association had sales of $43,320,000 and net 
margins of $2,031,000. 

These latter two cooperatives—this is 1957, incidentally, Mr. Chair- 
man—made no cash refund during that year. These net margins 
escaped taxation. 

In newspaper reports of the Midland Cooperatives, Inc., recent an- 
nual meeting, Manager Smaby is quoted as stating that their 5-year 
growth plan, including : 30 new liquefied- petroleum gas plants, will 
bring member cooperatives a higher return on their investments and 
that with fewer living on the farm in the 1960’s, Midland expects to 
serve many more people in the cities and suburbs. 

I have a copy of that news release, Mr. Chairman. I would like 
to submit that. as part of the record. 

The CuarrMAn. Without objection, it will be included in the record 
at the conclusion of your statement. 

Mr. Watuace. The co-op corporation is a corporation, and as such 
a legal entity. “There is no relationship of partnership among the 
members or with the corporation; neither is there a re ationship of 
principle and agent between the member and the corporation. 

If we recognized the co-op corporation as a legal entity acting in 
its own right and ise to tax as a private corporation, we next face 
the question of proper tax basis. Supplementary to this is the question 
of the nature of the patronage return, particularly the credit memo. 
It is a dividend. 

In the case of the purchasing co-op we encounter in the liquefied 
petroleum-gas industry, its ingredients arise from so many sources 
as to become inseparable ; for example, profits on production, on man- 
ufacture, on transportation, return on substantial capital investment, 
sales to nonmembers, and last and probably least, sales of gas to 
members. 
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A credit memo that may or may not be redeemed in cash at some 
future date is not a rebate. If the patronage return is a true rebate, 
it will be payable in cash, paid at once, and can be handled as by any 
corporation. 

The co-op net margins represent net earnings before tax comparable 
to proprietary corporation earnings and should be taxed as such. 

The suggestions that only the member be taxed on patronage divi- 
dends do not represent realistic handling. The committee will readily 
recognize the problem of collecting this tax from thousands of indi- 
viduals. Tax erosion will not be stopped. The tax should be imposed 
at the corporate level as it is on other corporations. In this suggestion 
we are only placing into effect a representation made by the co-ops 
themselves. 

In 1959, co-op advertising reproducing material of the Co-Op Ad- 
vertising Council appeared in many newspapers. After stating that 
the patron treats refunds just like any other item of income, the copy 
goes on to say: 

In addition, the cooperative itself pays taxes under the same laws, at the same 
rates, and in the same manner as any other corporation. 

We suggest that the co-op be permitted to do just that. 

I have a copy of this advertising, Mr. Chairman. I would also like 
tosubmit that as part of the record. 

The Cuarrman. Without objection, that material will be included 

n the record. 

Does that conclude your statement, Mr. Wallace? 

Mr. Wauuace. No, sir; I would just like to finish here. 

The CHarrmMan. All right. 

Mr. Wattace. Tax equality means exactly that—placing co-op 
corporations on the same tax treatment basis as the private corpora- 
tion. Nothing more is asked, for I reaffirm that we are in no sense 
suggesting the elimination of the co-op as a form of business opera- 
tion or enterprise. Proprietary companies do urge immediate tax 
revision demonstrated as necessary in the face of co- op expansion, 
present and planned, that creates grave tax inequity and presents a 
most substantial drain on tax-producing income from private enter- 
prise. 

The solution is in repealing present sections 521 and 522 and deny- 
ing any exclusion on patronage dividends. Only through this action 
can unfair tax treatment be corrected and the present tax loophole 
effectively plugged. 

The Cramman. Thank you, Mr. Walace. 

Mr. Grace, we thank you, sir, for coming with Mr. Wallace to the 
committee. 

Are there any questions of these gentlemen ? 

Mr. Mason. 

Mr. Mason. Mr. Wallace, are you familiar with the Mason bill on 
this subject ? 

Mr. WatxAce. Roughly familiar; yes, sir. 

Mr. Mason. That proposes to tax them exactly as corporations are 
now taxed. In view of the fact that they are corporations actually, 
I am proposing that they be taxed and then their patrons be taxed 
as the corporation and its stockholders are taxed today. 
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That seems a pretty severe method, but it is placing them on exactly 
a par with other taxpaying organizations, and that is where I think 
they should be placed. 

That is all, Mr. Chairman. 

The CHarrMan. Are there any further questions ? 

Tf not, gentlemen, we thank you again for coming to the committee, 

Mr. Watiace. Thank you, sir very much. 

Mr. Grace. Thank you, gentlemen. 

(The above-mentioned news release and advertisement are on pp. 
83-84. ) 

The Cuarrman. Dr. Robert T. Patterson and the Honorable Joseph 
J. O’Connell. 

Mr. Patterson, are you and Mr. O’Connell to divide the time? 

Mr. O’ConnELL. Yes. 

The Cuarrman. Mr. O’Connell, you have been before the committee 
on occasions in the past, but for purposes of this record please identify 
yourself, 

Mr. O’ConneELL. I will do that, Mr. Chairman. 


STATEMENT OF JOSEPH J. 0’CONNELL, IN BEHALF OF THE 
NATIONAL TAX EQUALITY ASSOCIATION 


Mr. O’Conneti. My name is Joseph J. O’Connell. I am an at- 
torney and I am appearing here as a spokesman for the National Tax 
Equality Association, an organization of businessmen of some 6,000 
members. We have appeared before this committee on occasion 
before. 

The main purpose of the association for some years has been to give 
its attention to what it considers to be real inequalities in our tax sys- 
tem. The one to which the committee is now giving its attention 
is of course the tax treatment of cooperatives. 

I have prepared and have submitted to the committee a formal 
statement in advance, as has been directed, and I request that it be 
accepted for the record without my reading it in order to save the 
time of the committee. 

The Cuarman. Without objection, it will be accepted for the 
record. 

Mr. O’Connett. I would propose to summarize the statement and 
use not more than 10 minutes of the time allotted to us together, and 
if that meets with your pleasure, I will go ahead. 

The Cuarrman. You may proceed as you desire. 

Mr. O’Connetu. At the outset, I would like to emphasize the fact 
that neither I nor those for whom I speak have any avowed or secret 
purpose of destroying or unfairly penalizing cooperatives or their 
operations. We recognize that they fill an important place in our 
economy, and make substantial contributions to it, and are undoubtedly 
here to stay. 

Our concern is solely to urge upon this committee the real desir- 
ability and necessity of changing the basis for their taxation so as 
more fairly to relate their tax burden to that of their business com- 
petitors and more equitably to reflect a proper share of their obliga- 
tion to contribute to the revenue needs of our country. 

Without attempting to oversimplify the present situation, and try- 
ing to avoid becoming bogged down in a technical discussion that 
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would be unproductive, even if time permitted, it seems to me that the 
single basic issue involved is the treatment of patronage dividends 
which are presently deductible to the cooperative corporation whether 
paid or allocated to its members. My statement treats of this problem 
at, some length and I can do no more at this point than to summarize 
our position. o 

The cooperatives claim that patronage dividends are price adjust- 
ments. We assert with confidence that they are nothing of the sort, 
but are quite clearly a distribution of profits to the owners of the 
enterprise. 

Briefly and typically, patronage dividends are declared long after 
the transaction or transactions with the individual members, usually 
the following year; are only declared if overall profits exist at the 
cooperative level at the expiration of a given fiscal period; bear no 
relation at all to whether transactions with a particular member were 
in fact profitable; include distribution of earnings not at all connected 
with the marketing of the product produced on the farm, as profits 
from storing, processing, and so forth; and are made, and this is 
fundamental, to those who are in fact the owners of the enterprise 
as well as its patrons. 

Clearly patronage dividends are analogous to, and only to, distri- 
bution of corporation earnings, which, as we all know, are available 
for distribution only after corporate taxes are paid on them. 

The solution, in our view, is clear. Deny to cooperative corpora- 
tions the right to deduct from their gross income patronage dividends 
paid or credited to their owner patrons, and you have by that one 
simple fact removed the basic disadvantage from which we suffer. 

The principal difficulty with the present tax structure in our view 
centers around the ability of cooperatives to expand indefinitely on 
earnings that are not distributed and which have never been sub- 
jected to a Federal corporate tax. At the same time, their competitors, 
also organized in corporate form, are paying 52 percent on all earn- 
ings whether or not distributed. 

Through this tax advantage, cooperatives have been able in many 
instances to put their competitors out of business and take over their 
customers. 

In other instances, established businesses have had no alternative 
but to convert themselves to cooperative corporations or to sell out 
to their cooperative competitors. 

In any fair solution of this problem net margins of cooperatives 
should be taxed as income and that tax should be imposed at the cor- 
porate level. Under any other solution cooperatives will continue 
to enjoy a tremendous advantage over the rest of American business. 

My prepared statement also addresses itself to some of alternative 
proposals being advanced to this committee. Time will not permit 
that I discuss them here, other than to say that generally they fail to 
achieve the corporate tax equality we advocate. However, one of 
them, a proposal to tighten up the 1951 law by taxing farmers on the 
nonmarket value allocations they receive from a cooperative, is in our 
view by far the worst and, as such, is worthy of specific comment. 

There is, of course, constitutionality about a proposal to tax as in- 
come in the hands of farmers the face value of allocations which are 
of little or no market value and may never have any. The tax equity 
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in attempting to reach such a result is in our view even more dubious. 
Most shocking of all is the fact that such a proposal is being seriously 
advanced by cooperative management representatives who, one might 
think, had the interests of their individual members more clearly In 
mind. 


Apparently their zeal to keep sacrosanct the concept of cooperative 
earnings exempt from tax at the corporate level has impelled them to 
jettison even the obvious right of their members not to be taxed ex- 
cept on income in the real sense of the word. 

NTEA has always stressed the desirability of an equality of tax 
at the corporate level. We have never been primarily concerned, nor 
have we expressed such, as to whatever treatment this Congress may 
see fit to accord any individual farmer patrons whether by tax credit, 
complete exemption from tax, or in some other fashion. We are 
most anxious, therefore, to make it abundtantly clear to this com- 
mittee that we wish to disassociate ourselves completely from any 
proposal, the parpiye or effect of which is to shift what should be 
business corporate burden of tax to individual farmers with whom 
we have no quarrel and for whom we have a great deal of sympath 
and respect. 

That is all I have to say. 

(Prepared statement of Mr. O’Connell follows :) 


STATEMENT ON BEHALF OF THE NATIONAL TAx EQUALITY ASSOCIATION RY 
JOSEPH J. O’CONNELL, JR. 


The problems of the proper taxation of cooperative corporations is once again 
before this committee for consideration. It has been the subject of controversy. 
hearings, proposed legislation, and Treasury recommendations almost continu- 
ously since 1947. In that time, literally nothing has been achieved toward the 
goal of establishing a fair and equitable system of cooperative taxation. The 
minor measure adopted in the Revenue Act of 1951 has already been virtually 
nullified by judicial decision and subsequent Treasury regulations. 

It is not surprising that the controversy continues, as this problem never can 
be properly and finally settled until cooperatives are placed in a position of 
full tax equality with the other business corporations with which they compete. 
Full tax equality is the result required not only by established principles of fair 
competition, but also by the ever-increasing needs for tax revenues. 

The principal difficulty with the present tax structure centers around the ability 
of cooperatives to expand indefinitely on earnings that are not distribued and 
that have never been subjected to a Federal corporate income tax. At the same 
time, their competitors, also organized in corporate form, are paying 30 to 52 
percent tax on all earnings, whether or not distributed. Through this tax ad- 
vantage, cooperatives have been able, in many cases, to put their competitors 
out of business and to take over their customers. In other instances, established 
businesses have had no alternative but ‘to convert themselves to cooperative cor- 
porations or sell out to their cooperative competitors. Gigantic agglomerations 
of capital and economic power in many diversified fields have been formed under 
the cooperative banner. Serious inroads have already been made on the Federal 
income tax revenues through this development. 

In any true solution of this problem, these are the principles which must be 
observed : 

1. Cooperatives are corporations and should be taxed on their income as are 
other business corporations. 

2. The net margins of cooperatives represent taxable income and their alloca 
tion or distribution to members are distributions of profits and not price adjust- 
ments or rebates. 

3. The solution to the problem must include a tax on all earnings at the cor- 
porate level that will achieve equality of taxation among competitive enterprises 

4. The individual patron member of the cooperative must not be subjected to 
tax on allocations of earnings in a form that has no fair market value. 
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The present situation has a quality of fantasy straight out of “Alice in Won- 
derland.” While it is not denied that income has been earned, the Congress, 
the Treasury, and the courts have combined to create a set of rules whereby 
both the coops and their patrons may earnestly and gravely deny that they 
earned it or received it. Hundreds of millions of dollars of earnings are wan- 
dering homelessly about in the atmosphere without an admitted taxable owner 
or custodian; although, in some mysterious way, these orphan earnings are put 
to work building grain elevators, processing plants, warehouses, and otherwise 
providing the sinews for multimillion-dollar enterprises. 

Of course, these earnings are not really lost. It is only from the tax collector 
that they have disappeared from sight. They are usually, in fact, firmly 
ensconced in the coffers of cooperatives and no person, whether he be patron, 
member, or stockholder, has a right to demand their distribution in cash or its 
equivalent currently or at any specific time in the future. The rule is that 
cooperatives, both of the exempt and nonexempt variety, are enabled to eliminate 
all tax liability by the simple expedient of allocating their income to their 
patrons. The allocation may take the form of certificates of indebtedness with 
indefinite maturities, letters of advice, or similar paper without market value. 
In short, even though the patron may receive nothing of value, the cooperative 
is still accorded a deduction on the theory that it has issued a contractual price 
rebate or adjustment to the patron. The funds represented by these paper allo- 
cations May be payable to the patron solely within the discretion of the board 
of directors of the cooperative. Thus, the patron may get his money in 5 years, 
10 years, 50 years, or upon the eventual liquidation of the cooperative. In the 
meantime, the cooperative is retaining the profits represented by these alloca- 
tions to purchase new equipment, buy out taxpaying businesses, expand into 
new territories and lines of business without the payment of a single penny of 
income tax on these earnings. 

At the same time, the patron or member of the cooperative has received noth- 
ing of value. For a short period, the Treasury, under color of the 1951 law, 
attempted to tax the patron on the receipt of these paper allocations. It was 
quickly and decisively determined by the courts that such allocations did not 
constitute gross income to the patron. In fact, one court went so far as to 
express grave constitutional doubts as to whether paper allocations of this kind 
could constitutionally be subjected to the individual’s income tax, even if Con- 
gress had so intended by enacting the 1951 law. In Long Poultry Farms, Inc., 
\. Comm., 249 F. 2d 726, the Court of Appeals for the Fourth Circuit said: 

“* * * Anart from the question of constitutionality of such a requirement, 
which would be a serious one, it is a safe assumption that Congress never in- 
tended to impose upon the patrons of cooperatives the hardship and burden 
which the taxability of these contingent credits would involve.” 

Thus, the present situation is that the cooperatives are in the unique position 
of retaining as large a portion of their earnings as they deem desirable and 
neither they nor their members are required to pay any tax thereon. 

The cooperatives now say that the solution to the problem is to make minor 
revisions of the present law so as to insure that the patrons will be taxable on 
all allocations deductible by the cooperatives regardless of the form in which 
they are received. This solution is worse than no solution at all. In addition 
to the constitutional problems presented, this would result in the imposition of 
tax on the patrons on amounts which are not received in cash within the taxable 
year and which may never be received. This would shift the entire tax burden 
of the cooperatives onto the members. Thus, the cooperatives would retain all 
the earnings and pay none of the tax while the members would receive none of 
the earnings and pay all of the tax. This so-called solution makes a travesty of 
the concept of taxation according to the ability to pay. It is obvious that this 
is a solution that can only appeal to cooperative management rather than the 
rank and file members or the public at large. 

The Treasury has also proposed a solution which, although an improvement 
over the cooperative position, is less than an adequate answer to the problem. 
This plan constitutes a modified form of the cash compromise which has been 
under consideration for many years. The principal deviation from the pure 
cash compromise is that cooperatives would be granted a deduction, not only 
for distributions of cash or merchandise but for distributions in the form of 
“qualified” notes maturing within 3 years from the close of the year of issue 
and bearing at least 4 percent interest. The Treasury also recommended a 
provision that the notes must in fact be redeemed for cash within 3 years or the 
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deduction will be lost. The patron would be taxable on cash distributions and 
on the cash received upon the redemption of qualified and nonqualified paper. 

It is our view that the proposed recommendation has serious shortcomings 
from the point of view of businessmen interested in the question of tax equality. 

The principal defect in this proposal is that it recognizes the long discredited 
theory that a patronage dividend is a price adjustment of a transaction between 
the cooperative and his patron. Once this theory is given any credence, the 
cooperative is recognized as something less than the business corporation that 
it is. In the past, cooperatives have variously, and wishfully, referred to them- 
selves as trusts, partnerships, agencies, or conduits for their members. All these 
descriptions must fall before the plain fact that they are corporations with 
limited liability, centralized management, continuous existence, carrying on 
business in their own name just as any other corporation which may be con- 
stitutionally taxed on all their income, including net margin. 

A patronage dividend bears no resemblance to a true price adjustment. The 
theory on which this deduction has been based is that the cooperatives have 
eontracted to return to the patron a payment based on the profits derived from 
its transactions with that patron. But no such calculations ever take place. An 
individual member’s transaction may result in a loss to the cooperative but he 
still receives a dividend based on profits gained in another wholly unrelated 
segment of the business. His transaction may result in profits much greater 
or much smaller than the average margin and yet his dividend is determined 
by reference to the average margin. The cooperative may realize profits upon 
transactions with its members and such profits may become nondistributable due 
ta corporate losses in other enterprises. These factors point up the fact that 
patronage dividends are paid not out of profits from each member’s dealings, 
but out of corporate earnings as a whole. 

2atronage dividends reflect the earning power of activities carried out solely 
by the cooperative itself rather than as a mere extension of the patron’s activities. 
A marketing cooperative will not only market but it may also store, process, and 
manufacture. All their activities have commercial value, the profits from which 
belong to the cooperative and the cooperative alone. To treat these amounts as 
price adjustments on the sale of raw goods is plain nonsense. 

There are many other valid distinctions between patronage dividends and 
price rebates. 

Price adjustments or rebates are generally regarded in the commercial world 
as payments made for the encouragement of quick cash payments, quantity pur- 
chases, or continued future patronage. These considerations are obviously 
absent in the case of patronage dividends which serve solely as a vehicle for the 
distribution of profits. 

Patronage dividends are paid only in the event-of profit; true price rebates 
are independent of profit. 

Patronage dividends are paid in the form and at the time selected by the 
cooperative in its discretion, a discretion not available to ordinary businessmen 
called upon to make a price adjustment. 

Patronage dividends are subordinated to the payment of creditors and even of 
dividends on capital stock. 

Finally, and perhaps most important, the contractual agreement pursuant to 
which patronage dividends are paid is not entered into or carried out at arm’s 
length. Tax avoidance is the motive and result. No such arrangement would 
be recognized between an ordinary business corporation and its stockholders. 
A corporation cannot avoid taxation by contracting away its earnings to its 
stockholders. 

It is to this theory that the Treasury plan would accord recognition. The 
acceptance of this plan would continue to exempt cooperatives from the basic 
rule that all earnings must be taxed to the earner. 

Nor does the Treasury plan eliminate the ability of cooperatives to retain tax- 
free earnings for expansion. The provision for the deductibility of 3-year notes 
results in a built-in 3-year tax exemption. For the first 3 years of operation of 
this plan, the cooperative can continue, as in the past, issuing 3-year notes cover- 
ing all their income and avoiding the tax completely. Beyond this initial period, 
the exemption can be transferred to the most recent 3-year period which, in a 
growth situation, would yield additional advantages. 

Thus, in our view, the only real solution lies in simply treating cooperatives 
as profitmaking corporations subject to ordinary corporate taxes on all their 
earnings prior to their allocation or distribution to the members or patrons. The 
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tax ‘nust be imposed at the corporate level to prevent the tax-free buildup of 
capital and the discrimination against competitive enterprises. No recognition 
should be granted to the notion that patronage dividends are some sort of price 
adjustment or business expense. 

These principles are now embodied in the Mason bill, which is now pending 
before this committee. The enactment of this measure would cure the present 
ludicrous situation, reestablish competitive equality, and frustrate the attempt 
of cooperative management to place the full burden of taxation upon the backs 
of their members. 

We would like to repeat and emphasize something that we have said many, 
many times in the past. The purpose of the proponents of cooperative taxation 
is not to destroy or punish the cooperative movement. The purpose is solely to 
bring about equality of taxation and eliminate competitive inequalities. Coopera- 
tives are not dependent upon their tax privileges in order to grow and prosper. 
It could hardly be contended that the corporate income tax has prevented the 
growth and prosperity of the ordinary business corporation in this country. Coop- 
eratives can grow and prosper under tax equality at the same rate and to the 
same extent as their business competitors. They will be merely limited to a 
rate of growth and expansion measured by the earnings retained after the 
payment of the ordinary corporate income tax. Tax equality is not punitive 
taxation nor does it imply a disapproval of the cooperative movement. 


The CHatrman. Dr. Patterson, do you want to consume the re- 
mainder of the time ? 


STATEMENT OF ROBERT T. PATTERSON, NATIONAL TAX EQUALITY 
ASSOCIATION 


Mr. Parrerson. Mr. Chairman and members of the committee, my 
name is Robert T. Patterson. I am an economist on the staff of the 
American Institute for Economic Research, which is located in Great 


Barrington, Mass. 

I am on leave from the institute to appear before this committe as 
a spokesman for the National Tax Equality Association, an associa- 
tion of some 8,000 businessmen who are deeply concerned with tax- 
subsidized competition. 

I have prepared a fairly lengthy and somewhat technical analysis 
of the tax problem now under discussion which, with your permission, 
[ would like to put into the record as an appendix to my statement 
here. This will conserve the committee’s time and make available to 
it a more detailed comment on the various issues involved. 

The Cuamman. Without objection, that will be included in the 
record. 

The Power of Congress to Tax Cooperatives on Net Margins you 
did not intend to include? 

Mr. Patrerson. I would like to do so, Mr. Mills, if it is permitted. 

The CuatrMan. That is available to the committee. It is a docu- 
ment prepared by the staffs of the Treasury and the Joint Committee 
on Internal Revenue Taxation and we normally do not include that 
type of material in the record. We can include it by reference. All 
of us have it. 

Mr. Parrerson. May I say as a preliminary comment that several 
years ago I had made a study of this problem. It was published early 
in 1958 in the form of a small book. Until last October, when I was 
asked by the National Tax Equality Association to make a statement 
on its behalf before this committee, I had not known any of the 
officers of the association and had no connection with it. 
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The conclusions reached in the study that I had made, although 
substantially in accord with the position of the association in this 
matter, were arrived at independently. 


I. THE PRESENT SITUATION 


Cooperative associations are largely free from the corporation in- 
come tax because they can deduct or exclude from gross income the 
dividends that they pay or credit to their patron members on the basis 
of the members’ transactions with them. 

Moreover, patronage dividend allocations that have no fair market 

value, which is frequently the case with such allocations, have been 
held by the courts not to be taxable as income to the recipients. 

Under the present law and administrative practices, the managers 
of cooperative associations are legally justified in making the fullest 
possible use of the privilege of excluding earnings distributed as 
patronage dividends before computing taxable income. 

It is submitted that the earnings of cooperatives and the patronage 
dividends having fair market value that are received by their members 
should be as fully subject to taxation as are the earnings of proprie- 
tary corporations and the dividends received by their stockholders 


II. COOPERATIVES’ TAX PRIVILEGE—THREE REASONS WHY IT SHOULD BE 
ENDED 


There are three major reasons why the privilege of deducting or 
excluding patronage dividend payments and allocations should be 
removed : 

(1) It is inequitable; 

(2) It is uneconomic; and 

(3) It causes a loss of revenue to the Federal Government. 
(a) The privilege is inequitable 

The grounds for holding that the tax privilege is inequitable are: 

First, that it discriminates between two essentially similar sources 
of revenue; and, 

Second, that it results in an unwarranted competitive advantage for 
the cooperative corporations. 

As will be shown later in this discussion, the controlling fact in the 
controversy as to whether cooperatives should be fully subject to the 
corporation income tax is that they have the same kind of income as 
that of other business corporations which are subject to the tax. The 
privilege of deducting or excluding most, or all, of what is earned by a 
cooperative is thus an unwarranted discrimination. 

The most pronounced effect of this inequity is upon the competitive 
positions of cooperative and proprietary corporate business organiza- 
tions that deal in the same products in the same market areas. As 
tax rates on corporation income increased over the years, what was 
once a small tax saving for cooperatives became a source of capital 
which gave many of them a marked financial advantage over their 
proprietary corporation competitors. 

Large tax savings have permitted many cooperatives to expand far 
more rapidly than otherwise would have been possible. Tax-free in- 
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come enables many, not only to increase their facilities and services 
but also, in some instance es, to buy out their competitors. 

For the more efficient cooperatives, substantial tax savings enable 
them to offer prices more favorable to all who might deal with them 
than can be offered by competing proprietary corporations. A busi- 
ness with such a tax advantage can have an irresistible attraction for 
patrons. Such cooperatives ‘have the power, through their pricing 
policies, to put an equally efficient proprietary corporate competitor 
a of business, 

The establishment of new firms that would not have the cooperatives’ 
tax advantage is undoubtedly discouraged. There is apparent in the 
discriminatory tax treatment of cooper atives both a subsidy of capital 
for them and a subsidy of prices for their member-owners. Either 
subsidy may be given preference, depending upon the policy of a 
cooperative’s acount. 

The inequity appears in another important way. 

Earnings of corporations that are not cooperatives can be capitalized 
at only about half the amount that would be possible were they coopera- 
tives. This is apparent when a cooperative undertakes to acquire a 
proprietary corporate business. 

For a simple ex example, let us assume that the proprietary business 
corporation has net earnings after taxes of $1 million annually and 
that the capitalized value of those earnings is $10 million, assuming 
that the current rate of return on capital invested in that way is 10 
percent. If a 10-percent return is satisfactory to the cooperative, it 
may pay, if necessary, as much as up to $20 million to purchase that 
business because it will be acquiring $2 million in annual earning 
power free of the corporation income tax. 

Another proprietary corporation that might want to buy the busi- 
ness could prudently pay no more than the capitalized value, after 
taxes, of $10 million. Probably the cooperative could acquire the 
business for not too much more than the after-tax value of $10 million, 
because that would be all that the business is worth to its tax-burdened 
proprietors. 

By such legerdemain, in which the assets and earning power of a 
taxed corporation are transferred to an untaxed corporation, $1 mil- 
lion of annual earning power, or about $10 million of investment 
value, can be created free and clear because of the tax-privileged posi- 
tion of the buyer in the business—the cooperative in this example. 
(B) The privilege is uneconomic 

Not only is this distortion of competitive relationships unjust. to 
the taxpaying corporations, its undesirable effects are diffused through- 
out the economy. The resulting economic loss to the Nation as : 
whole is far greater than the gain ‘enjoyed by the cooperatives. 

That gain is at the Gov ernment’s expense in lost revenue. It is, in 
effect, a payment to the cooperatives by all taxpayers who otherwise 
could be taxed less. It cannot be shown that this subsidization of 
cooperatives through a tax advantage makes them more efficient, that 
is, more productive per unit of labor and capital employed by them, 
than they would be if unsubsidized. 

On the contrary, their tax subsidy tends to make them less efficient 
users of the Nation’s resources. The loss to the economy occurs 
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through the monopolistic tendency fostered by the tax advantage 
when it is viewed as a subsidy of cooperatives’ costs and prices. 

The monopolistic tendency is fortified in two ways: 

_1. By tax-free income that enables cooperatives to compete to 
advantage in the marketplace and to acquire other firms with 
retained tax-free income; and 

2. By the cooperatives’ freedom from certain prohibitions of 
the antitrust laws. 

I won’t say much about that, but just a few sentences. 

This latter advantage was accorded the cooperatives for much the 
same reason that they» were accorded the tax advantage. They were 
regarded as an infant form of business organization, meritorious but 
in need of help in order to find their proper place in the economy. 
Later on I will show that they have found that place indeed. 

It is an established and widely accepted principle in economics that 
the freer markets are from monopolistic and other restraining or dis- 
torting influences, that is, the more fairly competitive the economic 
system, the closer the economy will be to the most economical use of its 
resources. This is the underlying principle of the free competitive 
enterprise system. 

As for the effects of monopoly or monopolistic elements upon the 
productivi ity of an economy, there is great accord among economists. 
Practically every text that deals w ith economic analysis draws the 
same conclusions: See. for example, Kenneth E. Boulding, “Economic 
Analysis,” revised edition, New York, Harper & Bros., 1948, chapters 
25 and 26. 

Summarized, those conclusions are that where a monopolistic ele- 
ment exists, output is lower, prices are higher, employment is less, and 
resources are less effectively used than in a competitive market. 

How economic loss results from the cooperatives’ tax advantage can 
be shown in another way. The subsidy that the tax advantage gives 
all cooperatives, except those that have no earnings at all and so would 
not be subject to an income tax, permits many of the inefficient and 
uneconomically operated ones to survive when otherwise they could 
not do so, and it. permits the more efficient cooperatives to expand their 
operations beyond what would be a point of insufficient return were 
their earnings from that expansion subject to tax. 

Underlying this statement is the fact that. every business must pro- 
duce a sufficient return on the capital invested in it or in due time the 
capital will be shifted to some more profitable investment. 

Both cooperatives and proprietary corporations range in efficiency 
from a very high level to the very lowest where surviv: ral hangs from 
day to day on a thread of chance. If, except for the tax exemption, 
a proprietary corporation and a cooperative were equal in every re- 
spect, including the amount of their earnings and the ratio of earn- 
ings to capital, the earnings of the proprietary corporation after pay- 
ment of the income tax would be somewhere between about 50 and 70 
percent of the untaxed earnings of the cooperative. 

For example, if each firm earned $100,000 net in a given year, the 
proprietary cor ‘poration’ s earnings after tax would be $53,500, while 
the cooperative’s earnings free of tax would remain $100,000. If the 

capital of each were $1 million, the return on the proprietary corpora- 
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tion’s capital would be 5.35 percent and the return on the cooperative’s 
capital would be 10 percent. 

There is no way to determine just how many proprietary corpora- 
tions have dropped by the way because of inroads made on their earn- 
ings by the income tax; nor can it be known how many never came into 
existence because marginal cooperatives could survive but proprietary 
corporations at, or well above, the same level of business efficiency, 
could not. 

It is marginal and near-marginal cooperatives that use a part 
of the Nation’s resources less effectively and therefore wastefully, 
than they might be used by businesses that cannot come into or stay 
in existence because they are not permitted by a Treasury ruling to 
exclude a large part of their earnings from income tax liability. 

Nothing said here is intended to imply that all cooperatives, merely 
because of their special way of organizing and operating, are ‘thereby 
less efficient business units. In a relatively free market economy, 
where there is no tax advantage, the less efficient cooperatives and the 
less efficient proprietary corporations both would tend to disappear; 
the economically superior businesses, whether cooperative or otherwise, 
would remain, and the formation of new business units would be en- 
couraged. Under such conditions, the output of the economy would 
be greater, and the Nation would be richer. 

(c) The privilege causes a loss of revenue to the Federal Government 

I would like to say here that that is very much a secondary consid- 
eration to the effect of the tax advantage on competition. 

I have made independent estimates on two different bases of what 
this revenue loss may be and they indicate that a probable loss at the 
corporate level of somewhere between $134 million and $230 million, 
and a probable loss at the patron level of between $38 million and $67 
million, an overall loss of between $172 million and $297 million, 


Ill. THE CONTROLLING FACT 


The controlling fact in the controversey over taxing cooperatives is, 
as I have said, that they have the same kind of income as that of busi- 
ness corporations which are fully subject to the income tax. 


(A) The nature of cooperatives earnings 

The primary function of any business is the creation or augmenta- 
tion of wealth. Whatever is done through combinations and arrange- 
ments of factors of production, all along the route from extraction “of 
raw materials to sale of finished products, including marketing activ- 
ities, adds to the value of the products. 

Ih every business, whether it deals with goods or services, this fune- 
tion of adding or creating value is practic ally continuous. When a 
business is reasonably well operated, there is an excess of receipts 
over expenditures. This excess, to put the matter very simply, is what 
constitutes income. Under competitive conditions it is the reward to 
owners of the business for the use and risk of their capital. 

All this is just as true for cooperatives as it is for other forms of 
enterprise. 

In the case of the cooperatives, the capital employed and the risks 
assumed are those of the owner-patrons. They are just as much in- 
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vestors in a profit-motivated corporation as are the shareholders in a 
proprietary corporation. 

The owner-patrons of a cooperative collectively do not make a profit 
or sustain a loss because of their transactions with their collective 
selves. Between themselves and their association there is not the same 
arm’s-length bargaining that there is between their association and all 
others with whom it deals. 

The usual source of a cooperative’s gain is its transactions with out- 
siders whose interests are adverse to those of the owner-patrons. Like- 
wise, it is through transactions of this kind that most of the income 
of proprietary corporations is achieved. 


(B) The price element in cooperatives’ income; the problem of 
“pricing out” 

When a purchasing cooperative reduces the prices of goods that it 
sells to its members, it benefits them but apparently 1 reduces its own 
income. When a marketing cooperative raises the prices it pays mem- 
bers for their products, the members benefit but the cooperative’s 
income apparently is reduced. By such pricing, part of the actual 
earnings of a cooperative can be transferred to patrons. 

If cooperatives’ income were subject to tax, this might be a way of 
reducing income in order to minimize the tax liability. Conversely, 
cooperatives can increase their net margins by pricing policies less 
favorable to their patrons. 

But the possibility of “pricing out” is probably not as great an 
obstacle to the taxation of cooperatives’ income as it at first seems. 
Undoubtedly the method would be used to some extent to avoid tax- 


ation, and the management of cooperatives would have to take it 
into consideration in formulating their organization’s policies. 

Enlightened cooperative management knows, however, that. pric- 
ing out, if carried very far, can be extremely dangerous. It can lead 
to the destruction of a cooperative if the margin of earnings allowed 
for uncertainty and error is too small. 


(C) The constitutionality of taxing cooperatives’ income 

For many years the Treasury has allowed cooperatives that are 
termed “nonexempt” to deduct or exclude from their taxable income 
amounts paid or allocated according to patronage. 

Because long-established administrative rulings are regarded 
having the force of law, the Treasury Department is obliged to wait 
upon Congress to block this avenue of escape from the Federal in- 
come tax, and Congress has the power to do so. 

If there had ever been any serious doubt as to the constitutionality 
of taxing the income or net margins of cooperatives, it was clearly re- 
solved by a definitive study made jointly by the staffs of the Treasury 
and the Joint Committee on Internal Revenue Taxation in 1951— 
U.S. Congress and Treasury, “The Power of Congress To Tax Co- 
operatives on Net Margins,” Washington, Government Printing Of- 
fice, 1951. 

Their findings are competent and unequivocal evidence, and are of 
fundamental importance. 
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IV. COOPERATIVES ARE NOT AN “INFA NT” FORM OF BUSINESS ORGANIZATION 
TO BE FOSTERED BY TAX PRIVILEGE 


In terms of taxation, the situation today is vastly different from 
what it was when cooperatives were first accorded the privilege of 
excluding patronage dividends from income. 

When, in 1909, the corporation tax statute imposed a 1-percent tax 
on the income of corporations, various organizations, including co 
operatives, which operated exclusively for the mutual benefit of their 
members, were exempted (36 Stat. 11, 113). 

There was little objection to so slight a tax advantage for this par- 
ticular form of business. The exemption was of almost no signifi- 
cance, either for the accumulation of capital through tax savings or 
for competitive price advantage over the cooperatives’ corporate 
rivals. 

In terms of the nature and scope of cooperative business activity, 
however, the situation today is far different from what it was when 
cooperatives were first accorded this tax privilege. Then the typical 
cooperative was small, localized, and limited to carrying on one or a 
few business activities for its members. From the beginning of the 
cooperative idea, the democratic nature of the simple cooperative, and 
its original purpose of mutual helpfulness, enlisted the sympathetic 
interest of students of economic life. 

For a firm to be owned and operated by its customers or a rs, 
and its gains shared by them in proportion to their dealing with i 
was a businesslike ar rangement. It early became an established pre- 
sumption that what was the smallest and weakest, yet equally meri- 
torious, of the various forms of business organization should be pro 
tected and fostered. 

As the cooperative became an established form of business organi- 
zation in the United States, it was an additional element in an econ- 
omy that has depended upon competition to lower costs and channel 
resources to their best uses. Obviously it has a place in the free en- 
terprise system, and it has just as much right to conduct business 
operations as has the proprietary corporation, the partnership, or the 
individual proprietorship. 

Cooperatives have always enjoyed the same privileges and_protee- 
tion accorded by Government to other business enterprise. Not only 

that, they have been e xpressly favored by both Federal and State Gov- 

ernments, Which have acted in a variety of ways to aid them. At the 
Federal level they are shielded from the antitrust laws; the Depart- 
ment of Labor takes a special interest in consumer cooperatives; the 
Department of Agriculture renders many services to farmer coopera- 
tives; the banks for cooperatives supply them with credit; farm price 
-upports strengthen the position of marketing cooperatives, and = 
tax privilege accorded by the Treasury is an important subsidy to 
practically all cooperatives. 

But the cooperatives have grown up. They are no longer an infant 
form of business organization. The trend of cooperative business has 
been markedly upward. 

Estimates of the Department of Agriculture, made solely for farm- 
er cooperatives, show that between 1940-41 and 1956-57 their volume 

: business increased from $2.3 billion to $10.4 billion per year. Al- 
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though this was a period in which the value of farm products and 
the amount of farm income increased, it seems evident that a consid- 
erable part of the increase in cooperative business was due to a com- 
petitive advantage through the leverage of their tax-favored status. 

Cooperatives have ceased to be merely small neighborhood groups. 
They have become an important part of the Nation’s economic life. 
Many are large firms, some are gigantic, with farflung business opera- 
tions. 

The assertion sometimes made that cooperatives are dependent on 
tax-free retained earnings to finance their growth is not valid. They 
can sell securities to their members and to others as well; some bor- 
row funds from insurance companies; their bank credit is just as good 
as comparable proprietary corporations, even better probably, because 
of their tax advantage, and the banks for cooperatives makes loans 
available to them to the extent of more than half a billion dollars. 

Whatever reason there may once have been for the tax privilege 
accorded cooperatives, there is no longer any justification for it. 


V. THE REMEDY 


An act of Congress can end this tax privilege by placing coopera- 
tives on the same tax basis as that of the proprietary corporations. 
It would thereby remove the inequity and the competitive disad- 
vantage that now exists for proprietary corporations; it would end 
the economic losses caused by the discrimination, and it would in- 
crease the revenue of the Federal Government. 

Although the National Tax Equality Association does not oppose 
compromise legislation that would reduce the present great disparity 
in the tax treatment of cooperatives and fully taxed business, no com- 
promise can completely solve the problem. Any compromise that 
would remove the most harmful aspects of the present situation would 
recognize that cooperative corporations earn income and would make 
that income fully taxable at the corporate level. 

As the association has stated to this committee before: the com- 
plete solution of the cooperative tax problem would be one that, places 
cooperatives and their members on the same basis, with respect to 
the Federal income tax, as proprietary corporations and their stock- 
holders. 

This solution has been embodied in H.R. 199, introduced by Con- 
gressman Noah Mason, of Illinois. It represents the position taken 
by the National Tax Equality Association. It is the only position 
that can be wholly right. Anything less than tax equality is tax 
inequality. 

Thank you, gentlemen. 

(Prepared statement of Mr. Patterson follows :) 


APPENDIX TO STATEMENT ON BEHALF OF THE NATIONAL TAx EQUALITY 
ASSOCIATION BY ROBERT T. PATTERSON 


INTRODUCTORY COMMENT 


During the past 20 years or more information has been amassed about the 
cooperatives: their form of organization ; their development; how they transact 
business: their ways of rewarding patron-members; the evolution of their 
competitive advantage through favored treatment by Federal and State Gov- 
ernments; and especially the tax privilege accorded them of deducting patron- 
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age dividend payments and allocations from their income before computation 
of their income tax liability. 

Much of that information has been presented to your committee in previous 
hearings on this question of whether the earnings of cooperative associations, 
most of which are paid or allocated to their owner-members, should be subject 
to the corporation income tax. The record has benefited from both the contentions 
of interested parties and statements by objective students of the problem. 
The most recent contributions have been made by the seven members of a panel 
which discussed the problem from various points of view before this committee 
last December. 

For these reasons I have refrained from burdening the material that follows 
with statistical data concerning cooperatives’ activities and the somewhat 
complex legislative, administrative, and judicial history of their tax privlege, 
so far as such matters are not essental to proof of the proposition that the 
earnings of cooperatives and the patronage dividends constructively received by 
their members should be as fully subject to taxation as are the incomes of 
proprietary corporations and the dividends received by their stockholders. 

In this analysis particular reference is made to farmer marketing and supply 
cooperatives, but what is said is generally applicable to all other cooperatives 
as well. 

I. THE PRESENT SITUATION 


Cooperative associations are largely exempt from the corporation income 
tax because they can deduct or exclude from gross income the dividends that 
they pay or credit to their patron-members on the basis of the members’ trans- 
actions with them. Moreover, certificates that allocate patronage dividends but 
have no fair market value, which is the usual case with such allocations, are 
not taxable as income to the recipients. 


A. Cooperative corporations are now permitted to deduct or exclude from 
taxable income profits distributed or allocated as patronage dividends * 


Until 1951, farmer cooperatives which met certain requirements were exempt 
both from filing returns and from paying Federal income tax. From the elaborate 
definition of those that qualified as fully tax exempt it might be supposed that 
cooperatives, whether farmer or otherwise, which did not meet the requirements 
would be fully subject to the corporation income tax. That was not the case, 
however, for the dividends which they paid or allocated on the basis of patronage 
were excludable by Treasury ruling from gross income, and only the remainder— 
whatever that might be—was subject to the income tax. 

Associations that did not comply with the statutory requirements for tax 
exemption—the so-called nonexempt cooperatives—were obliged to file income 
tax returns and, under certain circumstances, to pay some tax, although such 
payments ordinarily were small compared with those made by similar proprie- 
tary corporations. The fact is that the nonexempt cooperatives were almost as 
fully exempt from the Federal income tax as those that met the conditions for 
exemption. The nearly tax-exempt position of the cooperatives is ascribable not 
to any act of Congress but to rulings of the Treasury Department which have for 
many years permitted them to deduct or exclude that part of their earnings 
which is paid or allocated as patronage dividends. The courts have simply 
accepted this administrative practice, which has the effect of law until Congress 
acts to change it. 

In the Revenue Act of 1951 Congress undertook to end the full tax-exemption 
privilege of the exempt cooperatives and to place them more nearly, but not 
exactly, on the same basis as the nonexempt associations. This legislation made 
the exempt cooperatives subject to the income tax to the same extent as the 
nonexempt cooperatives, except that they were allowed to deduct from gross 


1 This summarization and the one that follows have been adapted from a written state- 
ment that was submitted to the Committee on Ways and Means by the present witness in 
January 1958. See General Revenue Revision, hearings before the Committee on Ways 
oe = House of Representatives, 85th Cong., 2d sess., Jan. 21-30, 1958, pt. 2, pp. 

§01—1603. 

2 Sec. 101(12) of the Internal Revenue Code of 1939, which provided for the exemption 
of certain farmer cooperatives was left unchanged except that it was redesignated sec. 
101(12)(A). In the Internal Revenue Code of 1954 it became sec. 521. The exemption 
that it granted, however, had been to a great extent removed by sec. 314(a)(2) of the 
Revenue Act of 1951, which became sec. 101(12)(B) of the amended Internal Revenue 
Code of 1939, and subsequently sec. 522 of the Internal Revenue Code of 1954. 
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income dividends which they paid on their capital stock, the amount of non- 
patronage income which they allocated to patrons, and their income from Goy- 
ernment contracts. The statute made it clear that the patronage dividends of 
both exempt and nonexempt cooperatives should be treated alike; that is, they 
should be deductible or excludable in computing taxable income. This, rather 
oddly, was done merely by reference to the prevailing tax-exempt status of the 
patronage dividends of the nonexempt cooperatives, which had come about not 
through legislation but by means of administrative determinations accepted by 
court decisions. The present law merely declares that the patronage dividends 
of the exempt cooperatives “shall be taken into account in computing taxable 
income in the same manner as in the case of a cooperative organization not 
exempt under section 521.” * 

The Treasury Department is helpless to revise its practice. As far back as 
1914,‘ it had allowed nonexempt cooperatives to deduct or exclude from their 
taxable income amounts paid or allocated according to patronage. A long- 
accepted administrative practice is regarded as having congressional approba- 
tion, and only the most exceptional circumstances can justify its reversal.’ Thus 
the Treasury Department is obliged to wait upon Congress to block this avenue 
of escape from the Federal income tax. Until Congress acts, it cannot be denied, 
the managers of cooperatives are legally justified in taking the exemption; and 
in terms of their duty to their organizations they are bound to make the most of 
this tax privilege. 


B. Allocated patronage dividends without fair market value are not tarable to 
the recipients 

With respect to patronage dividends, whether paid in cash or credited to the 
patron in one from or another, the Treasury has consistently held that they 
are price adjustments to be taken into account where business dealings are 
concerned but ignored for personal expenditures. As many cooperatives allo- 
cated their earnings to patrons in paper that was far from being the real 
equivalent of cash, and as the recipients were expected to pay tax on such 
dividends in actual cash, the unreality of the Treasury’s theory that such pay- 
ments represented immediate reinvestment was evidenced by many protests 
and much evasion. Nonnegotiable certificates payable at some far distant and 
indefinite time appeared to farmers and others as anything but cash, and cer- 
tificates or credits for small amounts were regarded as practically worthless. 

In recent years the theory, as it was applied by the Treasury Department, 
has not stood up under the scrutiny of the courts. They have upheld the 
realistic and faetual view that such payments do not meet the test of realiza- 
tion that determines taxable income.’ Certificates which allocate cooperatives’ 
earnings to patrons, but which have no fair market value, were held not to be 
taxable income to the patrons at the time the certificates were issued. If later 
they were to be redeemed at fair market value they would then become taxable 
income. 

The Carpenter case, which was decided by the Tax Court in 1953 and affirmed 
by the court of appeals in 1955,’ is a good example of the attitude of the judi 
ciary. In its decision the court of appeals declared : 

“It is abundantly clear that the taxpayer's receipt of revolving fund cer- 
tificates was not the equivalent of the actual receipt of cash, because the 
certificates had no fair market value. Furthermore, it is obvious that the 
funds withheld by the cooperative were not subject to the demand of the re- 
spondent. The respondent could control neither the amount of the funds that 
he would ultimately receive nor the time at which he might receive them.” 

The effect of these decisions has been to make it possible for cooperatives 
to allocate their earnings in forms that do not constitute taxable income to 
their patrons. 


3 Internal Revenue Code of 1954, sec. 522. 

4 Treasury decision 1996 (1914). 

5 Cf. Farmers’ Cooperative Co. v. Birmingham, 86 F. Supp. 201 (D.C. Iowa, 1949). 

® Carpenter v. Commissioner, 219 F. 2d 635 (5th Cir., 1955) ; Casawell’s Estate vy. Com- 
missioner, 211 F. 2d 693 (9th Cir., 1954): Joplin v. Commiasioner, 17 T.C. 1526 (1952) ; 
Farmers Grain Dealers Association vy. United States, 116 F. Supp. 685 (D.C. Iowa, 1953) ; 
Phillips v. Commissioner, 17 T.C. 1027 (1951). 

7 Carpenter v. Commissioner, 219 F. 2d 635 (5th Cir., 1955). 
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II. COOPERATIVES’ TAX PRIVILEGE : THREE REASONS WHY IT SHOULD BE ENDED 


Because equity and economy are fundamental principles of taxation and tax 
exemption, emphasis will be placed upon the ways in which the tax treatment 
of cooperatives’ income violate those principles with consequences that are 
adverse to the public interest. The resulting loss of revenue to the Federal 
Government, although substantial, is incidental to considerations of equity and 
economy. 

i. The privilege is inequitable 

There are two grounds for holding that the tax privilege is inequitable: (1) 
It discriminates between two essentially similar sources of revenue; and (2) 
it results in an unwarranted competitive advantage for the cooperative 
corporations. 

As will be shown later in this discussion, the controlling fact in the contro- 
versy as to whether cooperatives should be fully subject to the corporation 
income tax is that they have the same kind of income as that of other business 
corporations which are subject to the tax. The privilege of deducting or ex- 
cluding most, or all, of what is earned by a cooperative is thus an unwarranted 
discrimination. 

The magnitude of the discrimination and of the tax burden upon the corpora- 
tions that must bear it, is apparent in the rates to which those corporations’ 
income is subject. The rates, to which cooperatives’ income also would be fully 
subject if the deduction or exclusion of patronage dividends were not allowed, 
begin at 30 percent and jump to 52 percent. An average rate of about 40 percent 
would apply to the income of cooperatives, according to the Joint Committee on 
Internal Revenue Taxation, were that income taxed in the same way that the 
income of proprietary corporations is taxed. 

The most pronounced effect of this inequity is upon the competitive positions 
of cooperative and proprietary corporate business organ ‘zations that deal in the 
same products in the same market areas. As tax rates on corporation income 
increased, what was once a small tax saving for cooperatives became a source of 
capital which gave most of them a marked financial advantage over their proprie- 
tary corporation competitors. Large tax savings permitted many cooperatives 
to expand far more rapidly than would otherwise have been possible. Tax-free 
income enabled many of them to increase their facilities and services and, also, 
in many instances, to buy out their competitors. 

For the more efficient cooperatives, substantial tax savings also enabled them 
to offer prices more favorable to all who might deal with them than could be 
offered by competing proprietary corporations. To a business with such an 
advantage, the attraction to potential patrons can be irresistible. Such cooper- 
atives have the power, through their pricing policies, to put equally efficient 
proprietary corporate competitors out of business. The establishment of new 
firms that would not have the cooperatives’ tax advantage is also undoubtedly 
discouraged. There is apparent in the discriminatory tax treatment of coopera- 
tives both a subsidy of capital for them and a subsidy of prices for their member- 
owners. Hither subsidy may be given preference, depending upon the policy of 
a cooperative’s management. 

The inequity appears in another important way. Earnings of corporations 
that are not cooperatives can be capitalized at only about half the amount that 
would be possible were they cooperatives. This is apparent when a cooperative 
undertakes to acquire a proprietary corporate business. 

For a simple example let us assume that the proprietary business corporation 
has net earnings after taxes of $1 million annually and that the capitalized value 
of those earnings is $10 million (assuming that the current rate of return on 
capital invested in that way is 10 percent). If a 10 percent return is satisfac- 
tory to the cooperative it may pay, if necessary, as much as $20 million to 
purchase that business because it will be acquiring $2 million in annual earning 
power free of the corporation income tax. Another proprietary corporation 
that might want to buy the business could prudently pay no more than the capi- 
talized value, after taxes, of $10 million. Probably the cooperative could acquire 
the business for not too much more than the after-tax value of $10 million, for 
that would be all that the business is worth to its tax-burdened proprietors. By 
such legerdemain, in which the assets and earning power of a taxed corporation 
are transferred to an untaxed corporation, $1 million of annual earning power 
or about $10 million of investment value can be created free and clear for the 
tax-privileged buyer—the cooperative. 

51696—60 S 
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That cooperatives have acquired, and are continuing to acquire, proprietary 
businesses both from within and from outside their industries is shown in detail 
in the testimony of other witnesses. Perhaps not all such acquisitions are due 
to the cooperatives’ ability to capitalize income freed from taxation, but unques- 
tionably many of them are. 


B. The privilege is uneconomic 


Not only is this distortion of competitive relationships unjust to the taxpaying 
corporations, its undesirable effects are diffused throughout the economy. The 
resulting economic loss to the Nation as a whole is far greater than the gain 
enjoyed by the cooperatives. That gain is at the Government’s expense in 
lost revenue. It is in effect a payment to the cooperatives by all taxpayers 
who otherwise could be taxed less. Moreover, it cannot be shown that this 
subsidization of cooperatives through a tax advantage makes them more efficient, 
that is, more productive per unit of labor and capital employed by them, than 
they would be if unsubsidized. 

On the contrary, their tax subsidy tends to make them less efficient users 
of the Nation’s resources. The loss to the economy occurs through the monopo- 
listic tendency fostered by the tax advantage, and through the effect of that 
advantage when it is viewed as a subsidy of cooperatives’ costs and prices, 
These two influences are closely related but are separated here for convenience 
of discussion. 

Both the inequity of the tax privilege and one of its uneconomical effects are 
apparent in the actual and potential monopoly power of many cooperatives. 
That power is fortified in two ways: (1) By tax-free income that enables 
cooperatives to compete to advantage in the marketplace and to acquire other 
firms with tax-free retained income; and (2) by the cooperatives’ freedom from 
certain prohibitions of the antitrust laws. 

This latter advantage, freedom from certain provisions of the antitrust laws, 
was accorded the cooperatives for much the same reason that they were accorded 
the tax advantage. 

Within a particular association, of course, the members have ceased to com- 
pete among themselves in marketing their products or in purchasing services 
or supplies. As cooperatives joined together in federations, and they, too, 
ceased to compete among themselves, they formed a larger, stronger organiza- 
tion for advantageous bargaining in a broader area of the economy. In the 
trend to cooperative federation and cooperative integration of various stages 
of production and marketing, competition within ever larger groups has been 
done away with and bargaining power has been greatly enhanced. 

When many producers join together to market their products collectively one 
of their purposes is to obtain the highest possible price for their products. 
That such an organization could constitute a combination in restraint of trade 
and thereby violate the Sherman Antitrust Act was early evident to leaders in 
the cooperative movement. Between 1895 and 1913, State courts had found 
certain cooperative agreements to be in restraint of trade,® and the application 
of the Federal statute to cooperatives was feared. Yet cooperative managers, 
seeking to bring together as many producers in a marketing area as possible in 
order to obtain favorable prices, saw the desirability of being permitted some 
measure of monopoly control. Accordingly, pressure was brought upon Con- 
gress; and the Clayton Act of 1914° exempted agricultural associations which 
had no capital stock from the antitrust laws. 

It appeared presently, however, that the protection against antitrust prose- 
cution afforded by the Clayton Act was inadequate. The greater frequency of 
incorporation by cooperative associations and the growth and extension of their 
activities made it feasible and often necessary for them to obtain capital through 
the sale of capital stock. Such stock was sold, ordinarily, to the cooperatives’ 
members. Again Congress was prevailed upon to insure to the cooperatives 
protection from the antitrust laws. 

The result was the Capper-Volstead Act, passed in 1922.“ Under its provisions 
most cooperatives received the desired protection. It required merely that, for 
an association to qualify under the legislation, the value of products handled 
by it for nonmembers must not exceed the value of products handled for mem- 


8 Ford et al. v. The Chicago Milk Shippers’ Association, 155 Ill. 166 ; 39 N.E. 651 (1895) ; 


Reeves v. Decorah Farmers’ Cooperative Society et al., 160 Iowa 194 ; 140 N.W. 844 (1913). 
® 38 Stat. 730. 


1042 Stat. 388. 
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bers, no member of the association was to have more than one vote, annual 
dividends on capital were not to exceed 8 percent, and prices were not to be 
“raised unduly.”” Whether prices were raised unduly was to depend upon the 
opinion of the Secretary of Agriculture, who was empowered to order the co- 
operative concerned to “cease and desist” from its monopolistic or restraining 
practice. It is not surprising, however, that such “cease and desist” orders have 
never been issued. The Secretary of Agriculture is unlikely to view with dis- 
favor the best prices possible for farm products. 

In varying degrees, cooperatives—especially those concerned with marketing 
agricultural products—can exert monopoly power in the market areas which 
they serve. For marketing cooperatives that power depends ultimately upon 
control of the production of the individual members. Though such control is 
far from perfect, it has been greatly enhanced by the hand of Government. In 
a study that is sympathetic to market domination by cooperatives, E. Fred 
Kohler,” an authority on agricultural economics, has made clear how the or- 
ganization and size of cooperatives, augmented by Government favor, may en- 
hance their market position. Especially notable is the assistance given by State 
and local governments to strengthening market control by the fluid milk co- 
operatives. Federal marketing agreements, production control, and price-sup- 
port programs are also cited by him as measures that ease the way of the market- 
ing cooperatives toward prices higher than those that would be obtained in a 
free market. But here, it must be noted, the monopoly element arises from 
conditions external to the size, scope, and power of the cooperatives them- 
selves.” 

Thus, the monopoly power of cooperatives, both as it is derived from the ex- 
emption of certain marketing activities from the antitrust laws and as it is 
enhanced by the tax privilege, presents a grave problem not only for the coopera- 
tives’ proprietary competitors but for the national economy. Such institutional- 
ized favoritism in the course of time conceivably can change the nature of our 
economic system. As the situation is today, proprietary businesses that ignore 
the antitrust laws can be called to account and punished. Cooperatives, how- 
ever, in important areas of their activities can ignore those laws with impunity. 

It is an established and widely accepted principle in economics that the freer 
markets are from monopolistic and other restraining or distorting influences, 
that is, the more fairly competitive the economic system is, the closer the economy 
will be to the most economical use of its resources. This is the underlying 
principle of the free competitive enterprise system. 

As for the effects of monopoly or monopolistic elements upon the productivity 
of an economy, there is great accord among economists. Practically every text 
that deals with economic analysis draws the same conclusions. (The full 
analysis is mathematical and somewhat elaborate and complex.“) Summarized, 
those conclusions are that where a monopolistic element exists: output is lower, 
prices are higher, employment is less, and resources are less effectively allocated 
than where competition is unhampered. 

How economic loss results from the cooperatives’ tax advantage can be shown 
in another way. The subsidy that the tax advantage gives all cooperatives, 
except those that have no earnings at all and so would not be subject to an in- 
come tax, permits many of the inefficient and uneconomically operated ones to 
survive when otherwise they could not do so; and its permits the more efficient 
cooperatives to expand their operations beyond what would be a point of insuf- 
ficient return were their earnings from that expansion subject to tax. Underly- 
ing this statement is the fact that every business must produce a sufficient return 
on the capital invested in it or in due time the capital will be shifted to some more 
profitable investment. 

If, for example, the going rate of return on capital used in business is 5 
percent (after an allowance in earnings has been made to compensate for 
the risk involved in the investment), a firm earning only 4 percent is com- 
paratively inefficient. Firms earning even less than that or sustaining losses are, 
of course, even more inefficient. Under free competitive conditions, those that 
remain inefficient tend to be liquidated, the capital invested in them being 


11 “Cooperatives in a Capitalistic Economy,” Journal of Farm Economics, XXIX (Novem- 
ber 1947), 1133-1144. 

12This and the preceding four paragraphs are adapted from R. T. Patterson, “The Tax 
Exemption of Cooperatives” (Claremont, Calif.: Claremont Men’s College, 1958), pp. 
67, 78-81. 

13 See for example Kenneth E. Boulding, ‘“‘Bconomie Analysis,” revised edition (New 
York : Harper & Bros., 1948), chs. 25 and 26, 
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transferred to better paying opportunities. The continual shifting of capita! 
from business activity that is less productive of earnings to those activities 
which are more needed or wanted for supplying the public with goods and 
services (and are therefore better rewarded) means that the Nation’s capita! 
resources continually tend to be used at their highest possible productivity when 
no obstacles, such as tax subsidization, hamper or prevent that shifting.. Like 
wise, the effort of workers, the Nation’s human resources, is most productive 
when it is not induced by tax subsidization, or some other arbitrary influence, to 
remain in comparatively inefficient business situations. 

Both cooperatives and proprieary corporations range in efficiency from a 
very high level to the very lowest where survival hangs from day to day on a 
thread of chance. If, except for the tax exemption, a proprietary corporation 
and a cooperative were equal in every respect, including the mount of their 
earnings and the percentage of earnings to capital, the earnings of the proprietary 
corporation after payment of the income tax would be somewhere between 
about 50 and 70 percent of the untaxed earnings of the cooperative. For example, 
if each earned $100,000 net in a given year, the proprietary corporation’s earnings 
after tax would be $53,500——while the cooperative’s earnings free of tax would 
remain $100,000. If the capital of each were $1 million, the return on the 
proprietary corporation’s capital would be 5.35 percent and the return on the 
cooperatives’ capital would be 10.0 percent. 

If, for example, a proprietary corporation continually has earnings just suffi 
cient to reward capital at the current rate but its earnings are reduced by from 
30 to perhaps 50 percent because of the income tax, that business thereby 
becomes submarginal and in the longer run its failure or liquidation is almost 
assured. But a cooperative of no better than equal efficiency is able to survive 
because it is largely free of the tax. Where earnings fluctuate widely from 
year to year the proprietary corporation has much less surplus that can be set 
aside for the lean years than has a cooperative of similar size and efficiency. 

There is no way to determine just how many proprietary corporations have 
dropped by the way because of inroads made on their earnings by the income 
tax; nor can it be known how many never came into existence because margina! 
cooperatives could survive but proprietary corporations at, or well above, the 
same level of business efficiency, could not. It is the marginal and near marginal! 
cooperatives that use a part of the Nation’s resources less effectively (and there- 
fore wastefully) than they might be used by businesses that cannot come into or 
stay in existence, because such businesses are not aided by a Treasury ruling 
that would permit them to exclude a large part of their earnings from income tax 
liability. 

When the effect of some cooperatives’ uneconomic operations is made up 
for or exceeded by the gain through their tax advantage, the loss is borne first 
by the Government and finally by the whole economy. This is not to impl) 
however, that all cooperatives, merely because of their special way of organizing 
and operating, are thereby less efficient business units. A distinction must be 
made between cooperatives that are at least as efficient as their proprietary cor 
porate competitors and those that are less so. In a relatively free market 
economy, where there is no tax advantage, the less efficient cooperatives and 
the less efficient proprietary corporations both would tend to disappear; the 
superior businesses, whether cooperative or otherwise, would remain. 

Two points are to be made: (1) when a cooperative is inefficiently operated 
it may continue its inefficient operations indefinitely, and though the diseconomy 
may be concealed, it is shifted through the tax privilege so that it becomes 4 
charge upon the rest of the economy; when it is so inefficiently operated that 
the tax subsidy just enables it to stay in business no one gains (the members 
of the cooperatives could do as well by dealing with a proprietary corporation ) 
and everyone who is a taxpayer loses. (2) When a cooperative is sufficiently 
well operated so that some part or all of its tax subsidy is not needed to keep it 
in business, the part of the subsidy not needed to cover what would otherwise 
be loss becomes a gain to the owner-members, whether it is distributed to them 
as patronage dividends or in prices more favorable to them than the competitive 
market could provide. Whether they gain the whole amount of the tax subsidy 
or only the part of it not needed to cover loss, the entire amount of the subsidy is 
paid through taxation by the rest of the economy. The question why everyone 
else should thus contribute to members of cooperatives has never been satisfac 
torily answered. That gain has no justification, for the recipients have done 
nothing to entitle them to it. It results purely from the fact that they are own 
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ers of a highly tax-favored business corporation rather than owners of a corpo- 
ration that is subject to the high rates of the income tax. 


(. The privilege causes a loss of revenue to the Federal Government ™ 


There is no accurate way of determining how much revenue is lost by the 
Federal Government through the tax privilege of cooperatives. Estimates give 
some indication of the magnitude of that loss in grossly approximate figures. 
Much depends, of course, upon the assumptions underlying the calculations. 

If for example, we assume that the total annual volume of cooperative busi- 
ness, after adjusting for duplications, is $12 billion,” that 5 percent of this 
amount becomes net margins of $600 million, that the average corporation in- 
come tax rate that would be applicable is 40 percent, and that no price adjust- 
ment to minimize net margins occurs, the revenue yield, if the net margins were 
subject to tax, would be $240 million. If it were assumed, too, that the re- 
mainder of the net margins—$360 million after tax—were distributed or ailo- 
cated to owner-patrons and were subject to an average 20-percent individual 
income tax there would be $72 million additional revenue. The total revenue to 
be obtained through taxation at both levels of income, under these assumptions, 
would be $312 million. 

If, to be more conservative, we assume that 3 percent (instead of 5 percent) 
ef cooperatives net transactions became net margins of $360 million and that 
that amount became subject to the corporation income tax at an average rate of 
4() percent, the revenue yield would be $144 million. And if the remaining net 
margins of $216 million, after tax, were to become income to the patron-owners 
and subject to an average tax rate of 20 percent to them, $43.2 million addi- 
tional revenue would be obtained. Through taxation at both levels of income, 
a total revenue loss to the Federal Government of $187.2 million would be 
ebtained. 

But cooperatives now pay some income tax, and patron-owners (except in 
consumer cooperatives) are taxable on the cash distributions and the alloca- 
tions having fair market value received by them. In 1953, the latest year for 
which data are available, the revenue yield from farmer cooperatives alone 
was $9.8 million.“ Something more was derived from nonfarmer cooperatives. 
Individual income tax paid on patronage dividends is conjectured at $5 million. 
Thus a present total revenue yield, under the prevailing exclusion privilege, of 
perhaps $15 million must be allowed for. This should be subtracted from the 
estimates made above. Under the assumption, then, that net margins average 
5 percent of transactions the present revenue loss would approximate $297 
million, while under the assumption that net margins are 3 percent of trans- 
actions the estimated revenue loss would be $172.2 million. 

Anyone, of course, may adjust these figures in accordance with the accept- 
ability to him of the assumptions upon which they are estimated. 


Ill. THE CONTROLLING FACT 


The controlling fact in the controversy over taxing cooperatives is that they 
have the same kind of income as that of business corporations which are fully 
subject to the income tax. 


A. The nature of cooperatives’ earnings 


The primary function of any business is the creation or augmentation of 
wealth. Whatever is done through combinations and arrangements of factors 
ef production, all along the route from extraction of raw materials to sale of 
finished products, including marketing activities, adds to the value of the 
products. Few if any economists would assert that the stages of the market- 
ing process that are necessary to bring goods to their ultimate users are not 
a part of the whole productive process or that value is not added to the goods 
that pass through them. A proposal has been made to your committee that 
when cooperatives are made subject to the income tax it be levied only “on 


4 Cf. Patterson, op. cit., pp. 96—99. 

1% For the period 1956-57 the net amount of business, after adjusting for duplications, 
of farmer marketing, supply, and related service cooperatives was $10.4 billion. See Anne 
L. Gessner, “Statistics of Farmer Cooperatives, 1956-57" (Washington Farmer Cooperative 
Service, U.S. Department of Agriculture, 1959), p. 16. Adequate data for consumer and 
other cooperatives are not available, but a conservative estimate is that their transactions 
are at least $2 billion annually. 

16 U.S. Treasury Department. Internal Revenue Service. Public Information Division, 
news release, Jan. 19, 1957. 
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cooperative profits derived from manufacturing, processing, and mining.” There 
is no valid economic reason for such a distinction or discrimination, and there 
appears to be no reason for it as a matter of equity. 

In every business, whether it deals with foods or services, this function of 
adding or creating value is practically continuous. When a business is reason- 
ably well operated there is an excess of receipts over expenditures. This 
excess, to put the matter very simply, is what constitutes income. (Under 
competitive conditions it is the reward to owners of the business for the use 
and risk of their capital.) All this is just as true for cooperatives as it is for 
other forms of enterprise. In their case the capital employed and the risks 
assumed are those of the owner-patrons. They are just as much investors 
in a profit-motivated corporation as are the shareholders in a proprietary 
corporation. 

A reasonably well run cooperative, because it is a productive, wealth creating 
business, will have income. The particular way in which the owner-patrons 
participate in that income does not change either the fact of its existence or 
the fact that it has come about through the same kinds of value creating and 
bargaining as has the taxable income of proprietary corporations. 

When a cooperative association is formed, that particular kind of business 
organization has been chosen because its prospective owner-patrons believe it 
to be the best means for benefiting themselves. They are not undertaking 
through their association merely to carry out transactions between or among 
themselves or between their individual selves and their associated selves; but 
rather, they have associated in order to transact business as advantageously 
as possible with individuals and firms outside their own organization. It is 
from these latter transactions, ordinarily, that the net income (earnings, gain, 
profit, net margin, or whatever else the overage above costs may be called) 
of cooperatives is derived. (This statement assumes, of course, that there 
is reasonably efficient management. ) 

In such transactions, if there is not sufficient acumen on the part of a coop- 
erative’s management, or if market conditions are unfavorable, there will be 
loss instead of gain; and no amount of mere loyalty and good will on the part 
of the owner-patrons can change this. On the other hand, astute management 
or advantageous market conditions, or the two combined, may result in large 
income for a cooperative. Whether income is realized or loss is sustained, 
however, that income or loss will result, ordinarily, from the cooperatives’ 
dealings with outsiders. 

So far as a cooperative’s owner-patrons are concerned, if its prices are more 
favorable to them than prices elsewhere, what they gain is offset by a corres- 
ponding reduction in the cooperative’s income; if a cooperative’s prices are 
less favorable, the disadvantage to the owner-patrons is offset by larger income 
(or smaller loss) for their cooperative than would otherwise have occurred. In 
other words, the owner-patrons collectively do not make a profit or sustain a loss 
because of their transactions with their collective selves. Between themselves 
and their association there is not the same arms length bargaining that there 
is between their associations and all others with whom it deals. The usual 
source of a cooperative’s gain is its transactions with outsiders whose interests 
are adverse to those of the owner-patrons. Likewise, it is through transactions 
of this kind that most of the income of proprietary corporations is achieved. 


B. The price element in cooperatives’ income; the problem of “pricing out” 


When a purchasing cooperative reduces the prices of goods that it sells to 
its members it benefits them but reduces its own income. When a marketing 
cooperative raises the prices it pays members for their products the members 
benefit but the cooperative’s income is reduced. By such pricing part of the 
actual earnings of a cooperative can be transferred to patrons. If cooperatives’ 
income were subject to tax this might be a way of “pricing out,” that is, of 
reducing income in order to minimize the tax liability. 

It has sometimes been suggested that a theoretical market price could be 
established at the time a cooperative’s transaction with a patron takes place and 
that any deviation from that price in the direction of ‘pricing out’? would be 
regarded as an advance distribution of the cooperative’s earnings, the tax 
liability of the cooperative being adjusted accordingly. This method might run 
into some administrative difficulties. 

But the possibility of “pricing out” is probably not as great an obstacle to 
the taxation of cooperatives’ income as it at first seems. Undoubtedly the 
method would be used to some extent to avoid taxation, and the management of 
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cooperatives would have to take it into consideration in formulating their or- 
ganizations’ policies. Enlightened cooperative management knows, however, 
that “pricing out,” if carried very far, is extremely dangerous. It can lead to 
the destruction of a cooperative if the margin of earnings allowed for un- 
certainty and error is too small. Some cushioning excess of receipts over ex- 
penditures must be assured if, sooner or later, through unanticipated changes 
in costs and prices as well as in general economic conditions the business is not 
to find itself in financial straits. The history of the cooperative movement is 
replete with failures due to pricing that resulted in too small a difference be- 
tween receipts and expenditures. That price policies would be adopted, to some 
extent, to mitigate the taxation of income seems certain, but it is unlikely 
that the change would be extreme or that it would by any means do away with 
cooperatives’ income. 

Not only would sound financial policy require the achievement of income, but 
the personal motives of cooperative management would also be conducive to it. 
Their salaries, positions, and careers depend upon the financial strength and 
stability of their associations. And the improvement of their positions may de- 
pend upon the capacity of their firms to expand. Motivations of managerial 
power, too, would be favorable to price policies which resulted in substantial in- 
come that, even though subject to tax, could be plowed back into the business by 
merely allocating the income after taxes to the patrons. 


C. Four theories of exclusion answered ™ 


Four principal theories are offered by spokesmen of the cooperatives to justify 
the exclusion or deduction from gross income of all amounts paid out by co- 
operatives as patronage dividends. They may be conveniently referred to as 
the “partnership” theory, the “price adjustment” theory, the “agency” theory, 
and the “debt payment” theory. 

The partnership theory holds that since a cooperative association is simply 
a group of member-patrons acting in concert it is, like a partnership, ‘merely 
the alter ego of its patrons.” ” Therefore, it is argued, the cooperative itself 
cannot have earnings, and whatever income it obtains is in reality the income of 
its patrons. 

This is the weakest of the theories, for cooperative associations are formally 
incorporated entities—they are corporations; and the argument does not pre- 
sume that stockholders in ordinary corporations are, nevertheless, partners in 
those organizations. Cooperatives own property, enter into contracts, incur debt, 
and transact business in their own names. They are chartered in perpetuity as 
are ordinary corporations; and their members, like ordinary stockholders, have 
limited liability. They file income tax returns. Moreover, Congress plainly re- 
garded them as corporations when it specifically exempted certain farmer co- 
operatives from the corporation income tax. In the Wisconsin Cooperative Milk 
Pool case” the court of appeals held that “* * * such corporations differ from 
others not in corporate function but only in that the profits, instead of being 
distributed to stockholders, are allocated to patrons ratably in proportion to the 
amount of business transacted with the latter. 

It seems clear that if a cooperative is a corporation it is not a partnership 

The price-adjustment theory has been the most influential one in determining 
Treasury policy and in court decisions. Briefly, it asserts that the cooperative 
transacts its business at cost and that its patronage dividends are simply an 
adjustment in the prices of the products it sells to or buys from members. Its 
proponents hold that such payments, being in the nature of price rebates, can- 
not be considered income within the meaning of the 16th amendment. The 
underlying assumption is based on the fact that the cooperative has a contractual 


17 A considerable part of this section has been drawn from Patterson, op. cit., pp. 104— 
111. In discussing the price-adjustment theory and the agency theory he had relied 
heavily on the excellent work of Roswell Magill and Allen H. Merrill, ““The Taxable Income 
of Cooperatives,’’ Michigan Law Review, XLIX (December 1950). 

18 Cf. ‘The Taxation of Farmers’ Cooperative Associations,” Division of Tax Research, 
U.S. Treasury Department, mimeographed release (October 1947), p. 29. 

19119 F. (2d) 999 (7th Cir., 1941). 
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obligation to distribute its net margins to the members as patronage dividends.” 
When the distribution is in some form other than cash it is supposed to constitute 
an “immediate reinvestment” on the part of the patron-members. 

But the Treasury’s application of the price-adjustment theory to patronage 
dividend payments by cooperatives is inconsistent with another of its regulations: 

“If property is transferred by a corporation to a shareholder, for an amount 
less than its fair market value, regardless of whether the transfer is in the form 
of a sale or exchange, such shareholder shall include in gross income the differ- 
ence between the amount paid for the property and the amount of its fair market 
value to the extent that such difference is in the nature of a distribution of 
earnings or profits taxable as a dividend * * *,”” 

The basic question with respect to the taxability of cooperatives’ net margins, 
as Magill and Merrill point out, is: 

“Can a corporation buy products or raw materials from its equitable owners 
at prices substantially greater than their market value or substantially greater 
than the prices at which they are otherwise obtainable; or sell other products 
to its equitable owners at prices substantially less than market and, thus, by 
purporting to do business ‘at cost,’ avoid earning taxable income?” ” 

Similar tax problems have arisen where two parties have related economic 
objectives but are not dealing at arms’ length: * 

“The firmly established rule in resolving such problems, both before the 
Treasury and in the courts is that in transactions between related taxpayers, 
where there is an element of self-dealing, economic income cannot be effectively 
allocated by the parties so as to mitigate the total tax burden * * *. Moreover, 
payments labeled as ‘selling prices’ by buyer and seller are an accurate measure 
of the costs of doing business only so long as buyer and seller have adverse 
economic interests and are trading at arms’ length.” * 

The price-adjustment theory fails to take account of the fact that cooperatives 
are, in actuality, separate as business entities from their patrons; that there is 
an owner relationship as well as the patron relationship between cooperatives 
and their members; and that the transactions of successful cooperatives with 
outsiders result in a gain or profit to the members. “The net margin or the 
patronage dividend is all or some part of that profit, and it is being distributed 
or allocated to the members as the true owners of the business.” * 

Although it may be argued that a part of some patronage dividends is not 
similar to the dividends of proprietary corporations (because of prices set 
arbitrarily to members), there is no clear-cut difference between patronage 
dividends in general and the dividends of proprietary corporations. The fact 
that patronage dividends are paid to patrons, who are also stockholders, does 
not make such dividends anything other than a distribution of profits. They are 
paid to individuals whose interests the cooperative is seeking to further. It is 
not dealing with those persons in a situation where there are adverse interests. 
Cooperatives are organized to increase the gain of their members, and to the 
extent that they do so they have profits. 

A rebate is actually such only if paid to a person whose interest is adverse 
to that of the business which pays it. The gain of a marketing cooperative 
arises primarily from transactions with those to whom it sells the products of 
its members; the gain of a purchasing cooperative arises primarily from its 
dealings with those from whom it purchases. But the patronage dividend is not 
paid as a rebate to the person or firm from which the gain is derived. In an 
analysis of the taxability of cooperatives’ earnings the significance of this point 
cannot be overemphasized. 


2 Lacking this obligation the cooperative is fully subject to tax. See Magill and Merrill, 
loc. cit., pp. 183—-184n. They cite the following cases: Fountain City Cooperative Cream- 
ery Assn. v. Commissioner (7th Cir., 1949), 172 F. (2d) 666; American Bor Shook Export 
Asan. vy. Commissioner (9th Cir., 1946), 156 F. (2d) 629; Clay Sewer Pipe Aasn. vy. Com- 
missioner (3d Cir., 1948), 139 F. (2d) 130; Peoples Gin Co. v. Commissioner (5th Cir., 
1941), 118 F. (2) 72: Drugquist Supply Corp. v. Commissioner, 8 T.C. 1343 (1947). 

In San Joaquin Valley Poultry Producers’ Assn. vy. Commissioner (9th Cir., 1943), 136 
F. (2d) 382, the court held that the obligation to distribute net margins means that they 
belong to the members and that, therefore, they cannot be taxed as income to the cooper- 
ative. Magill and Merrill point out, however, that the case “makes no reference to the 
deeply rooted principle that income taxes cannot be avoided by the assignment of future 
income.” See, for example, Lucas v. Zarl, 281 U.S. 111 (1930). 

21 Treas. Reg. 111, sec. 29.22(a)—1. See also, T.D. 3435, II-1. Cum. Bul. 50 (1923). 

2 Loc. cit., p. 187. 

23 See, for rome. National Carbide Corp. v. Commissioner, 336 U.S. 422 (1949). 

* Magill and Merrill, loc. cit., p. 188. 

*% Ibid., p. 189. 
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Ordinarily, the entire profit of a cooperative is transferred to its owner- 
patrons either through prices more favorable than those prevailing in the 
market, or through patronage dividend payments and credits, or through a 
combination of both. What is termed a “price adjustment” or a “rebate” is 
actually a distribution of profit. It seems obvious that the members of a co- 
operative have not made that profit by dealing with themselves. 

The agency theory holds that the cooperative is merely the agent of its 
patrons and that when there is an excess after it has paid expenses as bailee for 
the patrons it is legally obliged to distribute that remainder to them. It acts, 
supposedly, simply as a trustee when it takes legal title to their products in 
order to facilitate sales. 

Mere observation, however, shows that cooperatives, as we know them today, 
are not true agents of their members. In their operations they take title, 
ordinarily, to the products which they purchase from or sell to their members. 
Moreover, an organization which pays dividends and accumulates reserves, as 
a cooperative ordinarily does, can hardly be regarded as a mere legal agent of 
its owner-patrons. If a marketing cooperative were to sell the product of each 
particular member and then account to each for the gain or loss on his specific 
sale the fact of agency might be established. Or, in the case of a purchasing 
cooperative, if each patron were to determine where, to what extent, from 
whom, and upon what terms the goods he wanted were to be obtained there 
could be agency.” The fact is that the patronage dividend to any one member 
is not dependent upon his individual transactions with the cooperative but upon 
all its dealings throughout the year. “The member is a joint venturer in a cor- 
porate business, as is a stockholder in a business corporation.” ™ 

The manner in which cooperatives are controlled shows that they are not 
mere agents: 

The control of a cooperative corporation by its members resembles much more 
closely the control of a corporation by its stockholders, or the control of an 
association by its members, than the control of a common-law agent by his 
principal. The discretion vested in the management of the cooperative is sub- 
stantially equivalent to the discretion vested in and exercised by the management 
of any corporation, or by the management of an association taxable as a corpora- 
tion. Methods of operation, expansion of business activities and the accumula- 
tion or distribution of earnings are matters controlled by members only through 
their directors, who exercise a discretion far removed from the limited authority 
of a common law agent.” 

That cooperatives, as they are now organized and operated, are not agents 
of their members has been upheld by the courts. Although the decisions which 
bear upon this issue could be quoted at length, it seems sufficient here simply 
to refer the reader to the significant cases” as cited in the study made by 
Magill & Merrill. 

What appears to be a new theory of exclusion is the “debt payment theory,” 

which was propounded before this committee last December, during a panel 
discussion of the cooperative tax problem, and which was set forth in a com- 
pendium of papers prior to that discussion.” According to it, if the patronage 
contract between the cooperators and the cooperative is properly drawn it will 
“constitute a preexisting obligation to pay the patronage payments.” 
* * * if and to the extent that a cooperative association (or any other taxpayer ) 
receives money subject to a then existing and legally enforcible obligation to 
pay over such money to its patrons, that money constitutes a debt which the 
taxpayer owes to its patrons (rather than income to the taxpayer) and, being 
a debt rather than income, it properly is excludable from the taxpayer's gross 
income.” 


* Tbid., pp. 184—185. 

27 Ibid., p. 186. 

% Ibid., pp. 185-186. 

2 Railway Express Agency, Inc. v. Commissioner, 169 F. (2d) 193 (2d Cir., 1948), cert. 
den. 336 U.S. 944 (1949) ; Lake Regent Packing Assn. v. United States, 146 F. (2d) 157 
(5th Cir., 1944) ; Maryland and Virginia Milk Producers’ Assn. y. District of Columbia, 
119 F. (2d) 787 (D.C. Cir., 1941) ; Cooperative Central Exchange v. Commissioner, 27 
B.T.A. 17 (1932). 

* Charles E, Nieman, “The Proper Treatment of Cooperatives,” in Tax Revision Com- 
pendium ; Compendium of Papers on Broadening the Tax Base, submitted to the Committee 
on Ways and Means in connection with the panel discussions on the same subject to be 
conducted by the Committee on Ways and Means beginning Nov. 16, 1959, vol. 3, pp. 
1967-1981. 

31 Ibid., pp. 1971-1972. 
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The theory resembles the price adjustment theory, with emphasis, however, 
upon the purported indebtedness that is involved. Actually, the theory is 
irrelevant; the real question is: What entity earned the money that is used to 
pay the debt? It has been established by the courts time and time again that 
the entity earning the income cannot escape the tax due thereon by contracting 
the income away. The existence of a formal contract does not justify ignoring 
the real income of a corporation. An anticipatory assignment of income does 
not offset tax liability. (See, for example, National Carbide Corp. v. Commis- 
sioner, 336 U.S. 422, 69 S. Ct. 726 (1949) ; Hastern Carbon Black Co. v. Brast, 
104 F. (2d) 460 (CCA-2, 19389); Ingle Coal Corp. v. Commissioner (7th Cir, 
1949), 174 F. (2d) 569; U.S. v. Joliet &€ Chicago Railroad Co., 315 U.S. 44, 62 
S. Ct. 442 (1942). 

If the debt theory had any merit, every business corporation would adopt a 
bylaw requiring it to pay its usual dividends to its stockholders. Then, when 
it paid those dividends, it would be just paying off debts. But how would that 
change the fact that the income used to pay off the debts was taxable income? 


D. The constitutionality of taxing cooperatives’ income 


If there had ever been any serious doubt as to the constitutionality of taxing 
the income or net margins of cooperatives it was clearly resolved by a definitive 
study made jointly by the staffs of the Treasury and the Joint Committee on 
Internal Revenue Taxation in 1951." The document in which their findings 
appear is such competent evidence, and is of such fundamental importance, 
that it is recommended to those who want to pursue that aspect of the subject 
further. 


iV. COOPERATIVES ARE NOT AN “INFANT” FORM OF BUSINESS ORGANIZATION TO 
BE FOSTERED BY TAX PRIVILEGE 


In terms of taxation, the situation today is vastly different from what it was 
when cooperatives were first accorded the privilege of excluding patronage divi- 
dends from gross income. When, in 1909, the corporation tax statute imposed a 
1-percent tax on the income of corporations, various organizations, including 
cooperatives, which “operated exclusively for the mutual benefit of their mem- 
bers,” were exempted.” There was little objection to so slight a tax advantage 
for this particular form of business. The exemption was of almost no signifi- 
cance, either for the accumulation of capital through tax savings or for competi- 
tive price advantage over the cooperatives’ corporate rivals. 

In terms of the nature and scope of cooperative business activity also, the 
situation is far different from what it was when cooperatives were first accorded 
this tax privilege. Then, the typical cooperative was small, localized, and 
limited to carrying on one or a few business activities for its members. From 
the beginning of the cooperative idea the democratic nature of the simple co- 
operative, and its original purpose of circumventing monopoly, enlisted the 
sympathetic interest of students of economic life. For a firm to be owned and 
operated by its customers or suppliers, and its gains shared by them in propor- 
tion to their dealings with it, was a businesslike arrangement. It early became 
an established presumption that what was the smallest and weakest, vet equally 
meritorious, of the various forms of business organization should be protected 
and fostered. 

As the cooperative became an established form of business organization in 
the United States it was an additional element in an economy that has depended 
upon competition to lower costs and channel resources to their best uses. 
Obviously it has a place in the free enterprise system, and it has just as much 
right to conduct business operations as the proprietary corporation, the partner- 
ship, or the individual proprietorship has. 

Cooperatives have always enjoyed the same privileges and protection accorded 
by government to other business enterprises. Not only that, they have been 
expressly favored by both Federal and State governments, which have acted in 
a variety of ways to aid them. At the Federal level they are shielded from 
the antitrust laws; the Department of Labor takes a special interest in con- 
sumer cooperatives; the Department of Agriculture renders many services to 
farmer cooperatives; the banks for cooperatives supply them with credit; farm 


20.8. Congress and Treasury, ‘“‘The Power of Congress to Tax Cooperatives on Net 
Margins” (Washington : Government Printing Office, 1951). 
3336 Stat. 11, 113. 
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price supports strengthen the position of marketing cooperatives; and the tax 
privilege accorded by the Treasury has become an important subsidy to them. 

But the cooperatives have “grown up.” They are no longer an “infant” form 
of business organization. The trend of cooperative business has been markedly 
upward. Estimates of the Department of Agriculture made solely for farmer 
cooperatives, Show that between 1940-41 and 1956-57 their volume of business 
increased from $2.3 billion to $10.4 billion per year.“ Although this was a 
period in which the value of farm products and the amount of farm income 
increased, it seems evident that a considerable part of the increase in co- 
operative business was due to competitive advantage through the leverage 
of their tax-favored status. 

Cooperatives have ceased to be merely small neighborhood groups. They have 
become an important part of the Nation’s economic life. Many are large firms, 
some are gigantic, with farflung business operations. They manufacture, whole- 
sale, and retail thousands of products; they provide banking, insurance, tele- 
phone service, electric power, irrigation, housing, medical care, and burial serv- 
ices: they process cotton and cottonseed, grind feed, truck livestock, produce and 
market poultry and dairy products, pack fruit, breed cattle, even hatch baby 
chicks. The long-continued expansion of markets for their products and serv- 
ices is being paralleled by integration of the various phases of productive activ- 
ity, from the extraction of raw materials, through processing, manufacturing, 
transporting, financing, wholesaling, and retailing. 

The assertion sometimes made that the coperatives are wholly dependent on 
tax-free retained earnings to finance their growth is not valid. They can sell 
securities to their members and to others as well: some borrow funds from in- 
surance companies; their bank credit is just as good as comparable proprietary 
corporations, even better probably, because of their tax advantage; and the 
banks for cooperatives make loans available to them to the extent of hundreds 
of millions of dollars. 

Whatever reason there may once have been for the tax privilege accorded 
cooperatives, there is no longer any justification for it. 


V. THE REMEDY 


An act of Congress can eud the tax privilege now accorded cooperatives by 
placing them on the same tax basis as that of proprietary corporations. It 
would thereby remove the inequity and the competitive disadvantage that now 
exist for proprietary corporations; it would end the economic losses caused by 
the discrimination ; and it would increase the revenue of the Federal Government. 

Although the National Tax Equality Association does not oppose compromise 
legislation that would result in a reduction of the present great disparity in the 
tax treatment of cooperatives and proprietary business corporations, it is aware 
that no compromise can completely solve the problem. 

I am fully in accord with the position of the association as stated to this 
committee before: namely, that 

The complete solution of the cooperative tax problem would be one that places 
cooperatives and their members on the Same basis as proprietary corporations 
and their stockholders with respect to the Federal income tax. Under full 
tax equality, the cooperative corporations would pay the full corporation income 
tax without the allowance for any deduction for patronage dividends, and their 
members would pay the full individual income tax on such patronage dividends 
after allowance of the $50 dividend exclusion and 4-percent dividends received 
credit that are available to stockholders of proprietary corporations. 

This proposal has been embodied in H.R. 199, introduced by Congressman 
Noah Mason, of Illinois. It represents the position of the National Tax Equality 
Association. 


The Cratrman. Thank you, Dr. Patterson and Mr. O’Connell, for 
giving the committee the benefit of your thinking on this matter. 

Are there any questions ? 

Mr. Foranp. Mr. Chairman. 

The CuatrmMan. Mr. Forand. 

Mr. Foranp. I have one question. 


* Gessner, op. cit., pp. 17, 73 
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I would like to know where this organization got a copy of this 
report that Dr. Patterson has asked permission to include in the 
record. This is a copy of a study made by the staffs of the Treas 
ury and the Joint Committee on Internal Revenue Taxation in April 
of 1951 and it has never been released. 

Now, how come your association has a copy of it? Where did you 
get it? 

Mr. Parrerson. I am here as spokesman for the National Tax 
Equality Association as an independent economist. I do not know 
where the association obtained it. 

Mr. Foranp. You are a spokesman for them, but you do not know 
where this came from ? 

Mr. Parrerson. No, sir; I don’t. 

Mr. Foranp. I notice at the bottom here you have a line. 

a reproduction of an official Government publication (not printed at Govern- 
ment expense). 

If those are the tactics of your organization, I confess that I have 
very little faith in them. 

That is all, Mr. Chairman. 

The Cuarrman. Any further questions ? 

Mr. Harrison will inquire. 

Mr. Harrison. Do I understand that your organization is opposed 
to any legislation approaching this problem on a so-called immedi- 
ate reinvestment theory or the 1951 law theory? 

Mr. Parrerson. Mr. Harrison, I didn’t catch the third or fourth 
word of your question. Would you repeat it, please ? 

Mr. Harrison. What is the attitude of your organization toward 
legislation in this field on the immediate reinvestment theory or the 
theory of the 1951 law ? 

Mr. Parrerson. We believe that any return to what was intended 
in that law, but didn’t come about because of court decisions, would 
do very little to solve the problem. It isn’t acceptable to the National 
Tax Equality Association because it does so little to bring about or 
approach tax equality. 

Mr. Harrison. When you say it is not acceptable to you, do you 
mean that you are opposed to it ? 

Mr. Parrerson. Yes, sir. 

Mr. Harrison. Do you prefer that to no legislation at all? Is that 
your position. 

Mr. Parrerson. No, sir. 

Mr. Harrison. Then that, you think, is a step in the right direction ? 

Mr. Parrerson. No, sir. 

Mr. Harrison. The question is whether or not you prefer such legis- 
lation or no legislation. 

Mr. Patrerson. We prefer no legislation. 

Mr. Harrison. I understand that. 

The question I am asking you seems to be simple enough. 

Mr. Partrerson. Mr. Scott, executive vice president of the associa- 
tion, informs me that the association is completely opposed to enact- 
ment of any approach to the 1951 legislation. 

Mr. Harrison. And you prefer existing law to such legislation? 

Mr. Parrerson. Yes. 
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Mr. Harrison. Thank you, sir. 
That is all, Mr. Chairman. 
(The following material was received by the committee :) 


SUPPLEMENTARY STATEMENT SUPPLIED BY GARNER M. LESTER, JACKSON, MISS., 
PRESIDENT, NATIONAL TAX EQUALITY ASSOCIATION FOR HOUSE WAYS AND MEANS 
COMMITTEE, HEARINGS ON COOPERATIVE TAXATION 


This is a supplementary statement for the record of the House Ways and 
Means Committee current hearings on the tax treatment of cooperatives. To 
questions involving the National Tax Equality Association were not adequately 
answered. 

1. Mr. Harrison asked if the National Tax Equality Association would be 
satisfied with the 1951 law if it was revised. 

The correct answer is no. Neither in its original form nor with any amend- 
ments to force the recipient of patronage dividends to pay tax on such receipts 
would the National Tax Equality Association accept this alleged solution of the 
problem. It is the position of National Tax Equality Association now, as it 
always has been, that tax equality can be achieved only by the imposition of 
corporate tax at full rates on all earnings of cooperatives before distribution, 
followed by imposition of the individual income tax on patronage dividends 
received by co-op members. In other words, we believe that cooperative cor- 
porations and their members should be taxed under the same formula and at 
the same rates as proprietary corporations and their stockholders. This is pro- 
posed in H.R. 199, which is now before the committee. 

2. Mr. Forand asked where and how one of National Tax Equality Associa- 
tion’s witnesses secured a copy of a publication, dated April 1951, and written 
by the staffs of the Treasury and the Joint Committee on Internal Revenue 
Paxation, which begins: “The fact that cooperatives are corporations and that 
Congress has the constitutional power to tax them as corporations may appear 
so obvious that discussion of the proposition is unnecessary. However, general 
statements have been made to the effect that the cooperatives are only agents, 
partnerships, or trusts, with the implication that they are not entities in their 
own right capable of having income subject to tax. For this reason it is neces- 
sary to establish beyond question the fact that the cooperatives are separate 
corporate entities which are taxable as such.” 

Numerous copies of this statement came into our possession in 1951. At this 
late date, no one recalls where they came from. It is my recollection that the 
Chicago Tribune printed considerable excerpts from a copy that must have 
been in its possession. At some time later, National Tax Equality Association 
did have the pamphlet reprinted as “A reproduction of an official Government 
publication. Not printed at Government expense,” but the document was not 
copyright, nor was it marked “Confidential,” so it must have been in the public 
domain. 

From the point of view of National Tax Equality Association, the report was 
chiefly valuable because it gave official confirmation of our contention that 
Congress had full power to tax cooperatives on net margins. 

We suggest that the committee review this report again in its search for the 
proper way to tax cooperative earnings. The document is as good testimony 
today as it was nearly 8 years ago, when it was written. 

Mr. Foranp (presiding). Are there any further questions here? 

If not, we thank you, gentlemen, for your appearance before the 
committee. 

Mr. O’Connett. Thank you. 

Mr. Parrerson. Thank you. 

Mr. Foranp. The next witness is Mr. George Blair. Is Mr. Blair 
here ? 

Come forward, please, sir. For the purpose of the record, will you 
identify yourself and also the gentleman accompanying you. 
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I would like to know where this organization got a copy of this 
report that Dr. Patterson has asked permission to include in the 
record. This is a copy of a study made by the staffs of the Treas 
ury and the Joint Committee on Internal Revenue Taxation in April 
of 1951 and it has never been released. 

Now, how come your association has a copy of it? Where did you 
get it? 

Mr. Parrerson. I am here as spokesman for the National Tax 
Equality Association as an independent economist. I do not know 
where the association obtained it. 

Mr. Foranp. You are a spokesman for them, but you do not know 
where this came from ? 

Mr. Parrerson. No, sir; I don’t. 

Mr. Foranp. I notice at the bottom here you have a line. 

a reproduction of an official Government publication (not printed at Govern- 
ment expense). 

If those are the tactics of your organization, I confess that I have 
very little faith in them. 

That is all, Mr. Chairman. 

The Cuarmrman. Any further questions ? 

Mr. Harrison will inquire. 

Mr. Harrison. Do I understand that your organization is opposed 
to any legislation approaching this problem on a so-called immedi- 
ate reinvestment theory or the 1951 law theory ? 

Mr. Parrerson. Mr. Harrison, I didn’t catch the third or fourth 
word of your question. Would you repeat it, please ? 

Mr. Harrison. What is the attitude of your organization toward 
legislation in this field on the immediate reinvestment theory or the 
theory of the 1951 law ? 

Mr. Parrerson. We believe that any return to what was intended 
in that law, but didn’t come about because of court decisions, would 
do very little to solve the problem. It isn’t acceptable to the National 
Tax Equality Association because it does so little to bring about or 
approach tax equality. 

Mr. Harrison. When you say it is not acceptable to you, do you 
mean that you are opposed to it / 

Mr. Parrerson. Yes, sir. 

Mr. Harrison. Do you prefer that to no legislation at all? Is that 
your position. 

Mr. Patrerson. No, sir. 

Mr. Harrison. Then that, you think, is a step in the right direction ’ 

Mr. Parrerson. No, sir. 

Mr. Harrison. The question is whether or not you prefer such legis- 
lation or no legislation. 

Mr. Parrerson. We prefer no legislation. 

Mr. Harrison. I understand that. 

The question I am asking you seems to be simple enough. 

Mr. Parrerson. Mr. Scott, executive vice president ‘of the associa- 
tion, informs me that the association is completely opposed to enact- 
ment of any approach to the 1951 legislation. 


Mr. Harrison. And you prefer existing law to such legislation? 
Mr. Parrerson. Yes. 
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Mr. Harrison. Thank you, sir. 
That is all, Mr. Chairman. 
(The following material was received by the committee :) 


SUPPLEMENTARY STATEMENT SUPPLIED BY GARNER M. LesTeR, JACKSON, MISS., 
PRESIDENT, NATIONAL TAx EQUALITY ASSOCIATION FOR HoUSE WAYS AND MEANS 
COMMITTEE, HEARINGS ON COOPERATIVE TAXATION 


This is a supplementary statement for the record of the House Ways and 
Means Committee current hearings on the tax treatment of cooperatives. To 
questions involving the National Tax Equality Association were not adequately 
answered. 

1. Mr. Harrison asked if the National Tax Equality Association would be 
satisfied with the 1951 law if it was revised. 

The correct answer is no. Neither in its original form nor with any amend- 
ments to force the recipient of patronage dividends to pay tax on such receipts 
would the National Tax Equality Association accept this alleged solution of the 
problem. It is the position of National Tax Equality Association now, as it 
always has been, that tax equality can be achieved only by the imposition of 
corporate tax at full rates on all earnings of cooperatives before distribution, 
followed by imposition of the individual income tax on patronage dividends 
received by co-op members. In other words, we believe that cooperative cor- 
porations and their members should be taxed under the same formula and at 
the same rates as proprietary corporations and their stockholders. This is pro- 
posed in H.R. 199, which is now before the committee. 

2. Mr. Forand asked where and how one of National Tax Equality Associa- 
tion’s witnesses secured a copy of a publication, dated April 1951, and written 
by the staffs of the Treasury and the Joint Committee on Internal Revenue 
Taxation, which begins: “The fact that cooperatives are corporations and that 
Congress has the constitutional power to tax them as corporations may appear 
so obvious that discussion of the proposition is unnecessary. However, general 
statements have been made to the effect that the cooperatives are only agents, 
partnerships, or trusts, with the implication that they are not entities in their 
own right capable of having income subject to tax. For this reason it is neces- 
sary to establish beyond question the fact that the cooperatives are separate 
corporate entities which are taxable as such.” 

Numerous copies of this statement came into our possession in 1951. At this 
late date, no one recalls where they came from. It is my recollection that the 
Chicago Tribune printed considerable excerpts from a copy that must have 
been in its possession. At some time later, National Tax Equality Association 
did have the pamphlet reprinted as “A reproduction of an official Government 
publication. Not printed at Government expense,” but the document was not 
copyright, nor was it marked “Confidential,” so it must have been in the public 
domain. 

From the point of view of National Tax Equality Association, the report was 
chiefly valuable because it gave official confirmation of our contention that 
Congress had full power to tax cooperatives on net margins. 

We suggest that the committee review this report again in its search for the 
proper way to tax cooperative earnings. The document is as good testimony 
today as it was nearly 8 years ago, when it was written. 

Mr. Foranp (presiding). Are there any further questions here? 

If not, we thank you, gentlemen, for your appearance before the 
committee. 

Mr. O’Connett. Thank you. 

Mr. Parrerson. Thank you. 

Mr. Foranp. The next witness is Mr. George Blair. Is Mr. Blair 
here ¢ 

Come forward, please, sir. For the purpose of the record, will you 
identify yourself and also the gentleman accompanying you. 
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STATEMENT OF GEORGE B. BLAIR, LAKE CHARLES, LA., PRESIDENT 
OF THE NATIONAL COUNCIL OF FARMERS COOPERATIVES, AC- 
COMPANIED BY L. JAMES HARMANSON, JR., GENERAL COUNSEL 
TO NATIONAL COUNCIL OF FARMER COOPERATIVES 


Mr. Buatr. I am George B. Blair, Lake Charles, La., the president 
of the National Council of Farmer Cooperatives, 744 Jackson Place in 
Washington, D.C. 

I am accompanied by Mr. James Harmanson, general counsel for 
the national council. 

Mr. Foranp. You are recognized for 30 minutes. 

Mr. Briar. Mr. Chairman, with your permission, because the pre- 
pared statement is rather long and’ in order to stay within the time 
allotted by your committee, if I may I would prefer to brief the first 
nine pages of this statement and have it all filed for the record, and 
then pick up, and I will tell you where I pick up. 

Mr. Foranp. Without objection, that will be done. 

(Prepared statement of Mr. Blair follows :) 


STATEMENT OF NATIONAL COUNCIL OF FARMER COOPERATIVES ON TAXATION OF Co- 
OPERATIVES AND THEIR PATRONS 


My name is George B. Blair, Lake Charles, La., and I am president of the Na- 
tional Council of Farmer Cooperatives, 744 Jackson Place NW., Washington, 
D.C. 

I am general manager of the American Rice Growers Cooperative Association, 
with headquarters at Lake Charles, La. I am serving for the second year : 
president of the National Council of Farmer Cooperatives having been reelected 
at the council’s 31st annual meeting last month at Atlanta, Ga. 

I appreciate the opportunity of presenting the policy position of the council 
with respect to the tax treatment of farmer cooperatives and their patrons to your 
committee, together with our current views as to the best manner, in the interest 
of farmers and the public generally, for the implementation of such policy by the 
Congress. Since the former president of the council presented the full text of 
the council’s policy as adopted by its delegate body in public hearings before 
your committee on January 27, 1958, and this remains the policy today, I shall 
not repeat its text but, in this statement, explain its application to the issues 
before you now. 

IDENTIFICATION OF THE COUNCIL 


I believe most of you are acquainted with the national council through the 
contacts of our Washington representatives and our members in the various 
States with many of you and your staffs and our appearances before your com- 
mittee through the years. We shall today, as we have in the past, try to be forth- 
right and present the facts as we see them, in order to try to be helpful to your 
committee and the Congress in dealing with a matter which, regretfully and in 
some respects, unnecessarily, has been made to appear very involved. 

The council is a farmer-dominated and farmer-motivated farmer cooperative 
organization whose membership is made up exclusively of agricultural business 
associations owned and controlled by farmers, with about one-half of the ap- 
proximately 10,000 agricultural cooperatives in the country represented directly 
or indirectly in its membership. 

We have discouraged our members from presenting duplicating testimony to 
this committee but have encouraged any of our member associations whose in- 
dividual views are at variance with council policy to express those views directly 
to you. You will hear from some of them this week. I hope you will find any 
differences are not in basic principles but in the details of implementing the 
universally recognized basic concepts of cooperative contractual obligations. 

Our members grow and succeed in direct proportion to the effectiveness of their 
services to the farmers who own and patronize these associations. Those who 
would retard the sound growth of farmer cooperatives by advocating an unrealis- 
tic and discriminatory tax policy often try to influence you through the use of 
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the “divide and conquer” technique, by alleging that the managers of cooperatives 
are trying to build up financially strong cooperative enterprises at the expense 
of and to the economic disadvantage of the farmers who compose them. Those of 
you who know the thinking and attitudes of the American farmer know that this 
cannot be so because farmers will not long remain members of or patronize a 
cooperative that is not serving their interests well and that does not operate 
“over the long pull” to put more money in their pockets or provide better services 
than they could obtain through other marketing and purchasing channels. Some 
few farmers may cooperate with their neighbors because cooperation stems from 
their philosophy of life; most farmers cooperate because it pays to do so. Those 
of us representing and working with farmers from week to week at the grain 
elevator, the rice mill, the cotton gin, the packing shed, the processing plant 
and in the fields know that cooperating farmers understand that their economic 
interests and the interests of their cooperative are inseparable and any unwar- 
ranted action against their cooperatives is an action against them. I say this 
at the outset to make clear that our paramount concern in this entire matter is 
the interests of the farmers who own and control our member cooperatives and 
to challenge the misdirected objectives of those who claim they want to help the 
farmers but at the same time seek to hamper the organization that he, with 
other farmers, has created to conduct his marketing and purchasing operations. 

I also want to set the record straight with respect to the newly converted 
bureaucrats and nonagricultural businessmen who try to impress you that they 
are here to “protect the farmers” from their cooperatives and allege that salaried 
management, and not farmers themselves, are making the decisions as to how 
much of their savings is to be paid out and when it is to be paid out in cash. Of 
course, there are some disgruntled farmers as there are a minority of individuals 
in every human commercial, social, and political institution who want to reap 
the benefits but escape the responsibilities of their membership and participation 
in their organization. But I say to these professed guardians of the farmers’ 
interest, come out into the country and learn first-hand of the frequent meetings 
of the boards of directors of these farmer cooperatives, large and small— 
directors if you please, who are dirt farmers, elected by the members as provided 
in their bylaws, and you will see that farmer cooperatives are among the most 


democratically operated businesses in our country, that the operating policy 
decisions are made by elected farmer representatives of farmers, and in practice 
operate in accordance with the time proven principle of decisions by the majority. 


PAST HEARINGS 


In the 10-year period between November 1947, when your committee held 
month-long hearings on the taxation of cooperatives, through 1957, there were 31 
days, filling 2,956 pages of testimony, on the cooperative tax question in public 
hearings before congressional committees. The testimony on this subject be- 
fore your committee in the general revenue hearings in January 1958, and the 
panel presentations before your committee on December 14, 1959, added 3 hear- 
ings days and over 450 pages to the voluminous record already compiled. 

We fully understand and share the feeling of those members of your commit- 
tee and other Members of Congress who are apparently getting quite worn out 
with the efforts, either deliberate or unwitting, to perpetuate the controversy over 
the taxation of cooperatives and their patrons. Farmers need and want to get 
on with the important business of more effectively operating their farm busi- 
ness enterprises, free from the unnecessary and costly distraction of forever 
engaging in this struggle imposed upon them. We hope the Treasury Depart- 
ment, and any other Federal agencies or officials sharing in its decisions, will 
play a more constructive role in the future than it has in the past in the dis- 
charge of its responsibility with respect to this area of taxation so that the 
confusion and frustration resulting largely from some of its policy decisions 
may not be further compounded. 

I refer specifically to the Government’s opposition in March 1956 (1 year after 
the Fifth Circuit Court of Appeals decision in the Carpenter case and over 18 
months before the Fourth Circuit Court of Appeals decision in the Long Poultry 
Farms case) to this question of the legality of the Government’s long-standing 
policy for the tax treatment to patrons of patronage refunds by cooperatives 
being reviewed by the Supreme Court when farmer taxpayer Forrest L. Moe from 
the State of Oregon sought to have this question reviewed by the Supreme Court 
on a petition for certiorari. 
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I also refer to the Treasury’s abandonment of its long-standing policy on this 
question by a sudden announcement in TIR-69 on February 14, 1958, that it 
would follow the decisions in two cases (Long Poultry Farms, Inc. and B. A. 
Carpenter), unrepresentative and unusual as the facts in those cases were, and 
conform its regulations and rulings to the “fair market value” theory enunci- 
ated in them. Please note that it took the Treasury 3 years (1955 to 195s) 
after the decision in the Carpenter case to decide to change its policy in line with 
its interpretation of the Carpenter decision and in that period the Treasury not 
only made no visible effort to have the issue reviewed by the Supreme Court in 
an appropriate case but, in fact, opposed its review. Even after the Treasury 
decided to change its policy, over 21 months (February 1958 to December 195) 
elapsed before final regulations under the changed policy were promulgated. 
No wonder throughout this period of years neither farmers nor revenue agents 
knew what their compliance or enforcement duties were with respect to noncash 
patronage refunds. 

I stress this background to make clear that farmers, too, who have contributed 
their time and money to build and capitalize their organizations, are getting 
worn out with having a cloud of uncertainty and potential threats of lawsuits 
forever hanging over their heads—through no fault of their own, but largely due 
to the acts of commission or omission of some branch of the Federal Govern- 
ment. 

Farmers are also tired, angry and frustrated by the tremendous volumes of 
material circulated under the guise of “tax-equality,” and you committee mem- 
bers have seen it, charging farmers with being communistic, socialistic, tax 
evaders, war slackers, and other scurrilous types of citizens of this great Nation. 


THE NATIONAL ECONOMIC CLIMATE TODAY IN ITS RELATION TO A SOUND NATIONAL TAX 
POLICY APPLICABLE TO FARMERS AND THEIR COOPERATIVES 


We believe that a sound national tax policy affecting farmers and their co- 
operatives cannot be determined in a vacuum of legal abstractions, without re- 
gard to the economic realities of their contribution to and benefits from the gener- 
al economy, any more than it can he done with respect to building and loan asso- 
ciations, mutual savings banks, foreign investment companies, small business 
corporations, oil companies, railroads, trucklines, airlines, wage earners, in- 
vestors, highway users, the recipients of large business expense deductions, or 
any other group of individuals or businesses in our Nation. It is not a matter 
of granting special tax benefits and advantages to any of these groups but the 
high responsibility, being discharged by this committee in a statesmanlike man- 
ner, of equating the law with the economic facts in determining a congressional 
policy which is in the national interest. 

There must of necessity be many variants in the applicability of tax laws. 
While some call them inequities and loopholes, the justified variants are founded 
in sound economic considerations in the public interest. These economic con- 
siderations have become more rather than less acute in agriculture as the 
farmer attempts to match his dwindling individual economic strength against the 
evergrowing concentration of strength and power in the marketplace where he has 
to sell his products and purchase his farm production supplies and equipment 

We do not, however, seek to support our position negatively by pointing out 
the great tax advantages of other groups of individual and corporate taxpayers 
based upon their contribution to the national well-being. We are glad for an 
opportunity to give an affirmative justification for our position. 

So let’s take a look at the farmer and his relative position in our economy 
today as the basis for determining a sound tax policy as applied to the income 
generated by a group of farmers, whether they be 10 or 10,000, in condueting 
their individual marketing and purchasing operations through a single business 
unit. 

At a time when corporate profits are at record levels and personal disposable 
income is at an all-time high, when the gross national product continues to in- 
crease and the dollar volume of our manufacturing, distributive, and service 
businesses goes up year after year, income of farmers continues a downward 
trend and has reached a 20-year low. 

Today, the farmer's share of the retail cost of food has declined from 50 percent 
for the 1947—49 period to the low point of 38 percent. 

Those who share the farmer’s independence and preference for a competitive 
economy, in contrast to a Government-managed economy, might take note that 
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the farmer is operating on the selling end in the most competitive segment of 
our economy today. 

In recent years, in the United States, the estimated annual total value of 
agricultural goods and services added to the economy is $75 billion. Farmers 
and ranchers purchase $16.4 billion worth of farm supplies and services—ma- 
chinery and equipment, fuels and oil, feeds, fertilizers, credit, insurance, etc. 
Farmers combine these with basic resources and produce products valued at $29.5 
billion—thus adding $13.1 billion of value to the products they purchase. After 
processors and distributors finish with this $29.5 billion worth of products, they 
are sold at wholesale for $75 billion. So in terms of wholesale value, farm sup- 
plies which farmers have to buy make up 22 percent of the total wholesale value 
of farm products, production makes up 17 percent, and processing and distribu- 
tion make up 61 percent. 

What about the importance of farming in our total economy? 

Farmers and ranchers are among the biggest customers of American industry. 

There are 12 million tractors, cars, and trucks on the U.S. farms. 

Agriculture buys more petroleum products than any other industry. 

Farmers provide a market for 6.5 million tons of finished steel annually. 

ltubber used on farms would put tires on all the automobiles produced in the 
United States last year. 

Agriculture consumes 50 million tons of chemicals each year. 

Sixteen percent of gross freight revenues are from agricultural products. 

What about farm efficiency ? 

While output per farmworker increased 26 percent between 1950 and 1958, 
per capita farm income dropped from $983 to $967 and per capita income for work 
done on the farm dropped from $751 to $658. 

During 1958, farm families operating the Nation’s 2,213,000 commercial farms 
received an average income of $5,415 while the average income of all nonfarm 
families—including those on “skid row” and public relief—was $6,900. 

These examples serve to point out the economic atmosphere in which our 
farmers and their cooperatives must operate, the contribution that farmers are 
making to the profits of other segments of our economy, and why there is such a 
continuing struggie by others to appropriate to themselves and deny to the 
farmer the management of his farm business plant. 

There is evidently a deliberate intent on the part of some responsible people 
to use the “divide and conquer” technique by attempting to pit farm groups 
against each other, by trying to separate the inseparable interests of coopera- 
tives and their members, and by identifying the welfare and interests of the ur- 
ban consumer and the farmer as being opposed. Whether these things are done 
for selfish purposes, for personal greed or profit, for political purposes, or in 
all honesty and sincerity is not important. The important thing is that the 
real welfare and interests of agriculture and the Nation are not being well 
served by such activities and the job of getting a fair return for the farmer 
and making America stronger is made more difficult. Although Congress has 
for over 40 years repeatedly declared in statutory enactments that development 
and encouragement of farmer cooperatives is in the best interest of agriculture 
and the Nation, they are being attacked, smeared, and harassed on a continuing 
basis both from within and outside the Government. 

A glaring example of this type of smear emanating from the slanted press of 
the country is an editorial in the Wall Street Journal of January 22, 1960, en- 
titled “The Growth of Co-ops,” in which it is stated “Chairman Mills of the 
House Ways and Means Committee is going to work on a plan to force the co-ops 
to pay more taxes.” A great disservice is done to this committee, to agriculture, 
and to the public generally by such an editorial, which reflects gross ignorance 
or an irresponsible lack of concern for the true facts. 

Apparently the Wall Street Journal editor neither knows nor cares about the 
true facts concerning the growth of farmer cooperatives because those facts do 
not support the alleged phenomenal growth indicated by the editorial either 
through a legal tax dodge or otherwise. Let’s take a look at the facts. 

In the marketing year 1950-51, the value of farm products marketed by 
farmers through their cooperatives in the country amounted to 20.5 percent of 
the total cash receipts by farmers from marketing all of their products, includ- 
ing Government payments. By 1954-55 this percentage had modestly increased 
to 24.7 and in 1957-58, the last marketing season for-which the figures are 
available, the percentage stood at 25.2. 


51696—60——9 





120 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


Let's look at the growth of cooperatives on the farm supply side. In 1950, 
12.3 percent of the cash expenditures for production supplies and equipment 
used by farmers, was made through their cooperatives. By 1954, this percent- 
age had increased to 14.1 and in 1956, the year of the latest figures, the percent- 
age stood at 14.9. 

The detail of these percentages and the basis on which they are computed 
is set forth in the appendix appearing at the end of this statement. 

It is obvious from these figures that farmers in the last decade have on the 
whole increased the use of their Own organizations only to a limited extent in 
the marketing of their products and the procurement of their farm production 
supplies. The surprising fact in this increase is that it has not been larger 
and more rapid. 

You know the revolution which has taken place in recent years and is taking 
place today in the agricultural industry in which large corporate food chains, 
with mounting profits year after year, after taxes, are exercising control of 
large segments of the distributive system from the farm through the processing 
stage straight through to the consumer, and the vertical integration in which 
large national feed manufacturers are reaching down to the farm supplying the 
feed, the baby chicks, selling the poultry, reaping the profits, and reducing many 
of our former farmers to the status of day laborers. 

To cope with these alarming trends, many of the farmer members of coop- 
eratives formerly engaged only in purchasing activities have, for self-preserva- 
tion, gotten into the marketing business and many of the members of coopera- 
tives which formerly concentrated on marketing their products have had to 
move into the farm supply field. These far-reaching developments, threatening 
the farmer’s very survival as an independent and self-respecting businessman, 

_are driving him to cooperate more and more with his neighbors. That is the 
most important factor in the modest growth of cooperative marketing and pur- 
chasing in recent years. 

What about the growth of farmer cooperatives as compared with the growth 
of our total economy? The facts here repudiate even more forcibly the allega- 
tions of many critics of cooperatives who charge them as growing with “‘jet- 
propelled speed.” 

From 1950 to 1956, the total economy showed a growth from $284.6 billion 
to $419.2 billion, an increase of $134.6 billion, or 47.3 percent, as measured by 
the gross national product. In the comparable period farmer cooperatives’ mar- 
keting volume showed a growth from $6.3 billion to $7.9, an increase of $1.6 
billion, or 25.4 percent, while in the same period farmer cooperatives’ farm supply 
volume moved from $1.4 billion to $1.8 billion, an increase of $400 million, or 28.5 
percent. 

These facts are material to the tax question before you for purposes of cor- 
recting the error of the oft-repeated allegation that farmer cooperatives are 
about to take over the entire economy as a result of tax “avoidance” or “a 
legal tax dodge.” 


Mr. Brat. I am general manager of the American Rice Growers 
Cooperative Association, headquartered at Lake Charles, La.. as well 
as serving the second year as president of the national council. 

I appreciate the opportunity of presenting the policy position of 
the council with respect to the tax treatment of farmer cooperatives 
and their patrons, and our views for implementation of this policy. 

Since our former president presented the full extension of council 
policy to you on January 27, 1958, I shall confine my remarks to its 
application. 

Most of you are acquainted with the national council from previous 
contacts and appearances before your committee. 

The council is farmer dominated and motivated with a member- 
shin of about one-half of the approximately 10,000 business asso- 
ciations owned and controlled by farmers in the United States. Our 
paramount concern is with the interests of these farmers who own 
and control our codperatives, and those of you who are familiar with 
farmers know that they will not long remain members or patronize 
a cooperative that is not serving their interests. 
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To those who profess to protect farmers from their cooperatives, 
I would say come out into the country and learn firsthand of the 
frequent meetings of the boards of directors, dirt farmers who are 
elected by other dirt farmers to direct their business operations along 
the principle of decisions by the majority. Farmers who have con- 
tributed shad time and money to build and capitalize their organiza- 
tions are getting worn out with having a cloud of uncertainty hanging 
over their heads with reference to this question of taxes through no 
fault of their own. 

They are also tired, angry, and frustrated by the tremendous vol- 
ume of material under the guise of tax equality—you gentlemen on 
the committee have seen it—charging farmer cooperatives with being 
communistic and socialistic, and tax evaders, and war slackers, and 
other scurrilous types of citizens of this great country. 

We believe a sound national tax policy cannot be determined im a 
vacuum of legal abstractions. It is not a matter of granting special 
tax benefits and advantages to any group, but of equating the law with 
the economic facts in determining a national policy m the national 
interest. 

A look at the farmer and his relative position in our question will 
help as a basis for determining a sound tax policy. While corporate 
profits, personal income, gross national product, and dollar volume of 
business continue upward, farm income has reached a 20-year low 
and the farmer’s share of the retail food dollar today is 38 percent. 

In our total economy, agriculture is the biggest customer of Ameri- 
can industry, using 12 million motor vehicles, more petroleum prod- 
ucts than any other industry ; six and a half million tons of steel annu- 
ally, and 50 million tons of chemicals per year, as examples. 

But during 1958 “commercial farms” as so defined averaged an in- 
come of $5,415, while the average nonfarm family income was $6,900 
per year. 

As to the alleged phenomenal growth of cooperatives, some of those 
figures were quoted to you yesterday by Mr. Knapp. 

The value of farm products marketed through cooperatives in- 
creased by 4.7 percent of the total cash receipts between 1950-51 and 
1957-58. The purchases of production supplies and equipment in- 
creased 2.6 percent of total cash expenditures from 1950 through 1954, 
both of these being the latest figures available. 

Between 1950 and 1956 in dollar terms the marketing value of 
farmer cooperatives showed an increase of 25.4 percent, and in the same 
period farm supply volume increased 28.5 percent, while the growth 
of our total economy measured by gross national product was 47.3 
percent. 

Mr. Chairman, I now return to the prepared statement on page 10 
in the middle of the page. 


ESSENTIAL INGREDIENTS OF A SOUND TAX POLICY AFFECTING COOPERATIVES 
AND THEIR PATRONS 


Congress established through the passage of the amendments to the 
Revenue Act of 1951 the clear policy that the income resulting from 
the operations of a cooperative shall be subjected to a single tax only. 
In spite of the suggestive references that have crept in to the Presi- 
dent’s messages to Congress in recent years, including his budget mes- 
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sage on January 19, 1960, concerning the correction of inequities 
through amendment of the laws on taxation of cooperatives, even the 
President, himself, as early as 1952 when he was a candidate for 
President, unequivocally embraced the single tax principle and its 
implementation as intended by Congress in the 1951 act, as the sound 
method of taxation for the income from the operations of a cooper- 
ative, stating on October 4, 1952, that the stl of farmer cooper- 
atives “has been well and soundly settled by the Congress, and there 
is where I take my position.” 

More recently, the Treasury Department appears to have fallen in 
line in general support of this principle, but certainly has not yet come 
up with any equitable plan for implementation of the principle. 

There also seems to be little dispute over the soundness of the 
yolicy that savings paid out in cash on a patronage basis to the mem- 

rs and other patrons pursuant to a legally enforcible obligation of 
the cooperative entity to make such cash payment, is taxable income 
to the patron recipient, should be reported currently as his income, 
and is excludable from the gross income of the cooperative. 

This brings us to the point, however, where the general agreement 
on policy becomes less unanimous and the confusion and controversy 
begin. 

The Treasury for many years followed the policy, and Congress 
in 1951 thought its action 1n that year would result in placing on either 
the cooperative or the patron the liability for payment of an income 
tax on all margins resulting from the operations of a cooperative. 

The policy had not been challenged successfully in the courts, that 
where the cooperative was under a legally enforcible contractual ob- 
ligation to return the savings to the patrons on a patronage basis, 
whether such obligation was set forth in the bylaws or separate con- 
tracts, and there was also an authorization from the patrons to the 
cooperative for the investment in the capital of the cooperative of 
such income or any part of it, that the obligation of the cooperative 
to pay the patron his refund and the obligation of the patron to in- 
vest like amount in the cooperative could be discharged without the 
physical exchange of the amount of money involved and the amount 
involved was income to the patron. But the Fourth Circuit Court 
of Appeals, in the Long Poultry Farms case, referred to the asserted 
tax consequence of this traditional method of farmers capitalizing 
their cooperatives as “simply to exalt fiction and ignore reality,” 
reversed the decision of the Tax Court and held in that particular case, 
based upon the facts of that case, that the patron taxpayer “did not 
receive income as the result of the credit allotted, nor did it become 
entitled to receive anything which could properly be accrued as 
income.” 

The Treasury has fallen in line with the court’s holding in the 
Long Poultry Farms case and the more clearly enunciated fair- 
market-value theory of the earlier Carpenter decision. 

Thereafter, on December 3, 1959, the Treasury issued final regula- 
tions to apply a pseudo fair-market-value theory to the patronage re- 
fund distributions of cooperatives without any regard whatsoever to 
the validity of the contractual arrangements in effect between a co- 
operative and its members and other patrons, and prescribed arbitrary 
criteria for determining market value not heretofore imposed to our 
knowledge on any group of taxpayers. 
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Let’s look at the facts squarely to see why the course on which the 
Treasury has embarked is wrong and, in essence is to ignore economic 
realities and be blinded by legalistic formalities in determining the 
tax consequences in the typical cooperative-patron relationship. 

Farmers set up their cooperatives from the smallest crossroads asso- 
ciation to the largest regional cooperative with tens of thousands of 
members, and in a few cases with a volume of business in the millions 
of dollars for one purpose and one purpose only, to get more money 
for their products marketed and to purchase for less money their farm 
production supplies and services. 

In these operations, as in any business, they need capital for oper: 
tions and facilities. They, the farmers, cannot get this investment 

capital adequately from the public or lending institutions because of 
the risks inherent in the farming business, and especially because co- 
operatives are organized, not to make money for investors as such, 
but for patrons as farmers. So the increased income they derive 
from their products marketed cooperatively, and the savings they 
make on their purchases handled cooperatively, or such part of it 
as may be needed, they authorize to be invested in the borrowed or 
equity capital of their cooperative. 

This is no legal fiction or formality; it is an economic necessity that 
farmers understand, and that experience has demonstrated is the only 
way to adequately capitalize off. the-farm business enterprises on a 
sound cooperative basis. The additional income from their market- 
ings and the savings on their farm supply purchases, which would 
otherwise go to the owners or investors in other businesses, the farmers 
put up to provide the needed capital for their own businesses. This 
income is, in effect, additional revenue from their farm marketings or 
a reduction in the cost of their farm supplies both of which could be 
reported on the farmer’s tax return as such, but which, for book- 
keeping reasons, is usually shown as other farm income. 

Clear and legally adequate provisions effectuating such agreements 
between the cooperative and its members, set forth in its bylaw Ss, are 
certainly binding on all members just as effectively and fully as such 
agreements set forth in individually executed contracts. 

Likewise, notice to other patrons as to the obligations mutually 
assumed by the cooperative and the patrons, prior to or at the time 
of doing business with the cooperative, subjects those patrons who do 
business with a cooperative to the terms of such notice. 

Does any lawyer or layman doubt the validity or enforcibility 
of any such lawful contract ? 

It should be borne in mind that farmers voluntarily become mem- 
bers of and do business with their cooperatives and no authority has 
a right to dictate to a group of farmers, or to any other business for 
that matter, the conditions under which they may operate and finance 
their operations, so long as they are lawful. 

The essence of what we are advocating and the foundation of council 
policy is what we believe was the intent of Congress in 1951, but 
which has subsequently been made partially ineffective by the Treas- 
ury’s decision to abandon that policy on the basis of two court 
decisions. 

That policy simply is for Congress in appropriate legislative lan- 
guage to declare a policy under which the lawful contracts entered 
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into between a cooperative and its members and other patrons must 
be honored so that neither the courts, the Treasury, nor anyone else 
can substitute their views for the farmers’ decisions as to what they 
will do with the savings or income accruing to them from the opera- 
tions of their cooperatives, in determining tax liability. 

In the simplest terms, if $50 is due farmer X by the cooperative 
at. the end of the year as his share of the operations above cost and 
the bylaws or a separate agreement authorizes the investment by him 
of $50 or any part of it in the capital of the association, either as a loan 
or equity capital, such amount, even though not physically turned 
over to farmer X, is income in that amount to him and is his tax 
liability. In such case, where the authorization is properly made, 
there is no discretion exercised by the cooperative as to whether the 
payment is made in cash or other form, and the market value of the 
stock certificate, the note, or other evidence of the farmer’s investment 
or the amount in his cooperative is immaterial and has no relation to 
the measure of his tax liability. 

This is just as truly the income of the farmer as is the $10 to the 
wage earner deducted from the wage earner’s monthly wages, on his 
authorization but that he does not see or receive currently, that goes 
into the pension trust fund to which he is a contracting party. 

These agreements between the cooperative and its members or other 
patrons must be set forth properly in the bylaws, separate agreements 
or notices so that there exists a legal offer and acceptance and a legal 
meeting of the minds as to the obligatory conditions of membership 
or doing business with the cooperative, in order for the tax liability 
on the member or other patron to be measured by the amount due him 
by the cooperative and authorized by him to be invested in the capital 
of the cooperative. 

The crities of this manner of tax treatment of cooperatives and 
their patrons overlook the fact that the money is on the barrelhead at 
the end of the year’s operations, to be disposed of in accordance with 
contractual obligations voluntarily assumed by the contracting 
parties, the cooperative and the farmer. 

It seems to me that the economic and legal soundness of our position 
is fully supported by this significant and realistic paragraph in the 
paper on “The Taxation of Cooperatives,” by Fred W. Peel, Jr., well 
known to your committee, presented at your recent panel hearings: 

The cooperatives can control the size of the net margins which are to be 
distributed as patronage refunds. Marketing cooperatives can reduce such 
margins by paying higher prices to their patrons in the first instance, and pur- 
chasing cooperatives can achieve the same result by charging lower prices to 
their patrons. This creates a practical difficulty for the proposal that the co- 
operatives be taxed on their margins before patronage refunds. It also points 
up the fact that the net margins which a cooperative is obligated to distribute as 


patronage refunds are different in kind from corporate earnings distributable 
as dividends to stockholders. 


WHEN SHOULD THE PATRON DISCHARGE HIS TAX LIABILITY ? 


Before discussing this most controversial phase of the problem, I 
want to reiterate that the foundation of council policy is contained 
in the principles which I have been discussing. I believe the vast 
majority of farmers and farmer cooperatives in the country are in 
complete agreement on these principles and will stand together in 
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opposition to any legislation that would directly or indirectly violate 
these principles but would support legislation fairly implementing 
them. 

There is another part of council policy which provides that in any 
legislation considered, the council should seek the inclusion of pro- 
visions that would eliminate the imposition of a tax in the same year 
on farmers with respect to both the cash redemption in that year of 
prior issues in noncash form and the current distributions in noncash 
form. 

Let’s examine the need for and results of such provisions. 

A study of the record shows the compelling need for such provi- 
sions. Not until 1948 did the Treasury issue, in a manner calculated 
to reach all farmers, instructions as to how they were to report their 
noncash patronage refunds. That was in the form of instructions 
accompanying form 1040, individual income tax return, for the year 
1948. 

Not until May 1953 did the Treasury issue any regulations cover- 
ing the tax treatment to farmers of noncash patronage refunds. In 
those years, no one national policy was being followed in Wash- 
ington; the revenue agents in some districts were advising farmers 
they did not have to report the refunds until receipt of cash. 

The first hearing in the Carpenter case, which was referred to a 
number of times yesterday, was held in Miami, Fla., in April 1952, 
with the decision by the Tax Court on June 15, 1953, and the de- 
cision of the Fifth Cireuit Court of Appeals almost 2 years later, 
on March 2, 1955. 

The decision in the Long Poultry Farms case by the Fourth Cir- 
cuit Court of Appeals was rendered October 15, 1957. 

Then in February 1958, the Treasury issued a release saying it 
would follow the principle in these two cases but not until December 
1959 were final regulations issued proposing to set down the rules 
to be followed. 

For well over a decade hundreds of thousands of farmers have 
been caught between conflicting views, not two but at least four: 
The Washington office of the Internal Revenue Service, some revenue 
agents in the field, the Tax Court, and several circuit courts of ap- 
peal. Neither farmers nor their advisers could know throughout 
these years what course they should follow in reporting for tax pur- 
poses the results of their dealings with their cooperatives. 

The problems of this large group of taxpayers, who have been 
thoroughly confused, have been aggravated by the Government’s 
opposition in March 1956, to having the issue decided by the Supreme 
Court when the farmer taxpayer Moe sought to have it decided in 
the Moe case. 

The result of these conflicting policies is that some farmers have 
reported and paid taxes on their noncash patronage refunds at face 
amount, others have not reported their noncash refunds until they 
were redeemed in cash, and still others have changed from one basis 
of reporting to the other, dependent upon the best advice they could 
get at any particular time as to what they were supposed to do under 
the law. 
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I submit to you that the situation in this regard has been and is 
one of utter confusion, and we have time and again urged upon the 
Treasury certain steps to prevent oe confusion. 

As recently as last year on April 29, 1959, council officials person- 
ally urged Secretary of the Treasury Anderson not to issue final 
regulations putting the fair market value theory into effect until the 
Congress had a reasonable opportunity to establish the policy by law 
which should be followed. But to no avail. 

We say that farmers, whether they are in a low or high tax bracket, 
should not be victimized or penalized by such circumstances of con- 
flicting and changing policies. Those farmers who have received 
noncash patronage refunds in the past and have not yet reported 
them are willing to do so, but they should not be required to meet a 
double taxload in a single year by having at the same time to pay the 
tax on certificates currently redeemed and also the certificates issued 
currently on the current year’s operation. 

We have, as Chairman Mills knows, worked hard for years with the 
best technical assistance available to us in efforts to develop a simple, 
reasonable plan that will be fair to farmers and their cooperatives, 
and at the same time adequately protect the revenue interests of the 
Government. We have been able to develop no plan as reasonable to 
all parties concerned, as simple in administration, and as equitable 
as one which, for prospective application, would establish currently 
the tax liability of the farmer for the full amount of the patronage 
refund due him which he invests in his cooperative, but give him the 
option of paying the tax currently or deferring it until the certificate 
is redeemed or otherwise disposed of, but in no event longer than 9 
years from the year of its issuance. 

Thereby farmers who have unreported past certificates redeemed 
in the future would pay the tax on the cash when received in redemp- 
tion of the old certificates, and might elect to defer the payment of the 
tax on the current certificates received in the same year, but in no 
event for a period longer than 9 years. 

No tax forgiveness is involved in such a plan and we are confident 
that the continued revenue flow to the Government from this source 
would be even larger than if the deferment option was not granted. 

The merits of the deferment principle have often been recognized 
by your committee and written into the Internal Revenue Code or in- 
corporated in regulations, as illustrated by provisions applicable to 
installment sales, section 453, qualified pension, profit sharing, and 
stock bonus plans, section 401, extension of time for payment of estate 
tax where estate consists largely of interest in closely held business, 
section 6166, and sale or exchange of residence, section 103 

The right to defer payment of tax on interest accrued on FE series 
of U.S. savings bonds is another case in point. I am sure Congress 
felt it had full economic justification for applying the deferment prin- 
ciple in these and other areas, and I feel confident that, after careful 
consideration, you will recognize the merit and wisdom of granting 
to farmers an option for a reasonable maximum deferment of the tax, 

in those cases where they owe any tax, with respect to the savings 
made through their cooperative marketing and purchasing associa- 
tions which ‘they put back in their cooperatives for necessary capital. 

I would like to discuss briefly why we suggest a maximum election 
period of 9 years for prospective issues of noncash patronage refunds. 
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The most authoritative and comprehensive study ever made, to our 
knowledge, of the financial structure of the farmer cooperatives in 
the country, by the Farmer Cooperative Service of the U.S. Depart- 
ment of Agriculture for the fiscal year 1954, reflects that 9,793 farmer 
marketing and purchasing cooperatives in that year had total net 
margins or savings of $332 million after payment of authorized ex- 
penses. When intercooperative duplications are eliminated, it is 
estimated that $275 million in net savings were left for distribution 
and allocation to farmer patrons in 1954. The study shows that 30.9 
percent of these current net margins were paid out to farmers in 
cash. This does not include the cash paid by cooperatives out of cur- 
rent margins in redemption of certificates issued in prior years for 
the farmers’ capital contributions. 

The Farmer Cooperative Service studies estimate that during the 
period 1950-54 farmers contributed $837,827,000 to the revolving fund 
‘apital of their cooperatives and in the same period cooperatives paid 
out in cash $373,201,000 for retirement of the capital previously con- 
tributed. 

Again, that figure does not include the cash paid out of current 
earnings. 

The study also reflected that the average periods for the paying out 
to patrons of the capital contributed by them varied greatly as to the 
various types of cooperatives. 

You can readily understand that those cooperatives requiring larger 
investment in physical facilities and having a low annual volume can- 
not revolve their capital over as short a period as those requiring less 
capital and having a larger volume. 

The study showed that cooperatives handling poultry revolve their 
capital on an average in about 3.7 years, cotton 7.2 years, fruits and 
vegetables 9 years, rice 9.6 years, while dairy cooperatives need 11.5 
years, the grain cooperatives 12.6 years and the livestock cooperatives 
13 years. 

The average revolving period for all cooperatives, marketing and 
farm supply, regional and local, was 9.2 years. 

Obviously the establishment of a 9-year maximum deferment period 
would involve a hardship on the producers of those types of com- 
modities that require a longer revolving period for sound operations. 
The patrons of other types of commodities not requiring so long a 
period would clearly not need that long. 

But our experience in working over the various angles of the prob- 
lem and knowing the difficult task of your committee in trying to deal 
with the many complexities in establishing a national policy fair to 
all, makes us believe that a maximum 9-year optional deferment period 
might be preferable to trying to establish under some formula varying 
periods for the different types of commodity groups. 

In this connection it seems rather obvious that a revolving of its cap- 
ital in a shorter period of time is not likely to gain the permission of its 
members to lengthen the period to a 9-year basis. In cases of a re- 
volving period of less than 9 years, the member taxpayer would not, 
of course, be able to defer his payment of taxes for the 9-vear period, 
but only until his capital certificates were redeemed or otherwise dis- 
posed of. 
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_ Our staff, with the help of special tax counsel, have devoted much 
time to trying to develop an appropriate statutory vehicle for the im- 
plementation of the above suggestions. We shall be glad to make 
available to the committee and your staff the results of our work, if 
you desire, for your consideration in connection with this matter. 
Doubtless other draft proposals will be submitted, we have no pride 
of authorship and would look with favor on such provisions as will 
incorporate the policy principles enumerated herein, whatever the 
origin. 


LEGISLATIVE PROPOSALS BEFORE YOUR COMMITTEE 


We felt it would be more helpful to your committee to affirmatively 
explain to you what we are for rather than to negatively dwell on what 
we are against. 

For purposes of the record, however, I include below a summary of 
the Treasury proposal submitted to the Congress on January 29, 
1959, and list our principal objections to it. We have listed on the last 
page of the statement a number of objections which we have to the 
Treasury proposal, including the repudiation of the principle of 
excludability, the fact that it is a regulatory measure, that it is based 
on no sound or equitable legal principle, the 4-percent interest rate 
being arbitrary and not giving value to the certificates as intended, 
the 3-year redemption period being incompatible with the congres- 
sional policy to encourage farmer cooperatives, and the unjustified 
diversion to the U.S. Treasury under the guise of a tax on cooperative 

rofits of funds which we believe would be in excess of actual tax 
fiability. 

In summary, I would say the basic points of council policy are, 
first, that savings resulting from the operations of a cooperative dis- 
tributed to the patron represents income to the patron, not to the co- 
operative, excludable or deductible by the co-op and includible by the 

atron. 
; After establishment of that point, the determination of the tax 
liability on the patron and the cooperative, that in order to bring 
about a single tax Congress should consider giving by law a defer- 
ment for a reasonable period of time to prevent the doubling up of re- 
demptions and issuances in 1 year. 

We suggest the period as 9 years. 

The council, as a third point, is opposed to a withholding tax on 
patronage refunds. 

That concludes our statement, Mr. Chairman. 

(The information referred to follows :) 


CouNCIL STATEMENT ON TAXATION OF COOPERATIVES AND THEIR PATRONS 


THE TREASURY PROPOSAL SUBMITTED TO HOUSE AND SENATE, JANUARY 29, 1959 
(INCORPORATED IN SIMPSON BILL, H.R. 7875, INTRODUCED JUNE 19, 1959) 


The proposal 

(a) Noncash. patronage distributions subject to current corporate tax unless 
evidenced by “qualified” patronage certificates: 

(1) Bearing interest at rate of at least 4 percent; 

(2) Be redeemable by their terms in cash within 3 years after year in 
which issued ; and 


(3) In fact be redeemed in cash and the required interest be actually 
paid in cash within the 3-year period. 
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(b) The patron would be required to include in his income only the cash 
amounts received, either as current cash distributions or on redemption of 
“qualified” or “nonqualified” certificates. 

(c) Cooperative would pay current corporate tax on “nonqualified” certificates 
and at end of 3 years on “qualified” certificates not actually redeemed in cash 
or on which required interest had not been paid. 

(d) All distributions of cash, including redemptions of “nonqualified” cer- 
tificates would be deductible by the cooperative and taxable to the patron. 


Objections 


(a) Repudiates the principle of excludability on which farmer cooperatives 
are organized and operate. 

(b) Is a regulatory measure which would arbitrarily dictate the type of con- 
tracts that farmers might enter into with their cooperatives without being sub- 
jected to tax penalties. 

(c) Is based upon no sound or equitable legal principle heretofore sanctioned 
in revenue measures (it is a hybrid of arbitrary and discriminatory ideas). 

(d) The 4 percent interest rate requirement is arbitrary as to rate, does not 
tend to give face value in itself to the certificates to which it would apply and 
is an empty gesture because interest is now deductible to all taxpayers as an 
expense item. This requirement would mean that to the extent the margins are 
required to be distributed in interest, the amount available for distribution as 
patronage refunds is correspondingly reduced. 

(e) The 3-year redemption period requirement is incompatible with the con- 
gressional policy to encourage farmers to help themselves through capitalizing 
their own business enterprises, would force cooperatives into debt financing, 
would cut off supplemental financing from other sources and would place 
farmer cooperatives in a straitjacket which would cause many of them to fold 
up in a short period. 

(f) The proposal would be an unjustified diversion to the U.S. Treasury un- 
der the guise of a tax on cooperative profits of funds far in excess of the actual 
tax liability of the patrons when the amounts are revolved out in cash. 

(g) The financial condition of a corporation, its redemption record, and other 
factors combine to furnish the basis of value for its capital certificates—not in- 
terest or redemption period requirement. 


Summary 


In conclusion, I desire to summarize the basic points in the policy position 
of the council: 

1. The savings resulting from the operations of a cooperative which the co- 
operative distributes to the patrons under an obligation and agreement to do 
so represents income to the patrons. Such amounts therefore, not being income 
to the cooperative, are excludable or deductible by the cooperative, and are in- 
cludible by the patrons. The character of such distributions to the patrons as 
taxable income to them is not changed when made in noncash form pursuant 
to provisions of the corporate papers or individual agreements for the patrons 
to invest such amounts in their cooperatives, either directly or by setoff. 

The above are the basic substantive principles in current council policy. 

2. After determination of the tax liability upon the patron and the coopera- 
tive in accordance with the above principles, to effectuate a single tax liability 
with respect to margins from the operations of a cooperative, we believe Con- 
gress should grant by law to patrons of agricultural cooperatives with respect 
to such tax liability, an election to pay such tax in the current year, in the 
year redeemed or otherwise disposed of, but in no event longer than a maximum 
number of years thereafter, which we suggest as 9 years. 

This suggestion is made in order to prevent in many cases doubling up of the 
tax for more than 1 year in a single payment, resulting from confused and in- 
consistent policies of the Government. Such election would have the additional 
virtue of affording farmers a reasonable period in which to capitalize their co- 


operatives for effective operations largely from their savings through group 
action. 


8. The council is opposed to the application of a withholding tax to patronage 
refunds. 
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APPENDIX I 


Farmer cooperative market volume 


Cash 
receipts Percent 
Net value from cooperative 
of farm marketing | marketing 
products (2-year to cash 
marketed | average) receipts 
by coop- including of all 
eratives Govern- farmers 
ment pay- 
ments 





Millions Millions Percent 
$6, 360 $31, 020 

7, 373 33, 075 

7, 363 32, 123 

7, 329 30, 775 
7,411 29, 998 

7, 481 30, 439 

7, 981 30, 933 

8, 261 32, 711 
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1 Preliminary. 
Farmer cooperative market volume 


Estimated Volume dis- 
eash expendi- tributed by 
tures for pro- | Net volume | cooperatives 
duction sup- | distributed | as a percent 

pliesand | by coopera- of total 

equipment tives 2 expenditures 
used by by farmers 
farmers ! Le it aaah 


Millions | Millions Percent 
$11, 821 $1, 458 12.3 
12, 657 1, 781 
12, 771 1, 800 
12, 591 1, 877 





1 Adjusted to eliminate supplies not used for production purposes. 
3 Adjusted for duplication resulting from interassociation business. 


Note.—Figures for 1957 and 1958 are not yet available. 


Source: Farmer Cooperative Service. Calculations based on data compiled in the U.S. Department of 
Agriculture. 


The Cratrman. Thank you, Mr. Blair, for bringing to us these 
views that you have expressed. 

Are there any questions of Mr. Blair? 

Thank you again. 

Mr. Brat. Thank you, sir. 

The Cuarrman. Mr. Brady O. Bryson. 

Mr. Bryson, would you please identify yourself for the record by 
giving us your name, address, and capacity in which you appear? 


STATEMENT OF BRADY 0. BRYSON, COUNSEL, JOINT COMMITTEE 
ON TAXATION OF THE MILK INDUSTRY FOUNDATION AND THE 
INTERNATIONAL ASSOCIATION OF ICE CREAM MANUFACTURERS 


Mr. Bryson. Mr. Chairman and members of the committee, I am 
Brady O. Bryson, a practicing attorney of Washington and Phila- 
delphia. I appear as counsel for the Joint Committee on Taxation 
of the Milk Industry Foundation and the International Association 
of Ice Cream Manufacturers. 
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The Joint Committee on Taxation represents a very large propor- 
tion of dairy product manufacturers, large and small, across the 
country. Among these are some cooperatives, but we do not, of course, 
speak for them today. 

The cooperative movement is both old and extensive in the dairy 
industry, and milk processors, being regularly opposed to cooperative 
competition, appreciate the opportunity to be heard on the issue of 
cooperative taxation. 

I appear essentially as a tax specialist for the purpose of discussing 
the legal and technical aspects of the problem. We feel that a great 
deal of confusion has accumulated around the question how coop- 
eratives should be taxed, and that the best service we can provide your 
committee at this time is to present our analysis of the current situa- 
tion as simply and directly as we can state it. 

Under existing law, there prevails a completely chaotic situation 
in which it is not necessary for either the cooperative or its patrons 
to pay income tax on the economic gains achieved as the result of 
business operations carried on by and through the cooperative. This 
is due in part to statutory provisions, enacted in 1951, which allow 
a cooperative to deduct patronage allocations even though unpaid, 
and in part to certain court decisions which say that the patron does 
not have income in such a case if he has not reduced to possession 
anything of ascertainable value. Thus, allocated but undisturbed net 
margins bear no tax at any level. 

A cooperative, of course, is not a philanthropic organization. It 
Is, aS One cooperative spokesman has put it, a way of doing business. 
If money is made in this way, there should be no hesitation to impose 
tax on such profits, and we hope we may safely assume that this 
committee will not be satisfied to permit the present vacuum in the 
tax law, whereby nobody need pay tax on the economic gains achieved 
through a cooperative, to continue. 

There are, of course, a variety of reasons why such business income 
should not be permitted to continue tax free. Perhaps the most com- 
pelling and most cogent is that it would also continue to permit the 
owners of a cooperative to engage in competitive business operations 
without any of the income tax burdens incident to the same operations 
when conducted by others. 

It seems to us, therefore, that the very least this committee must do 
under present circumstances is to find the proper means of imposing 
income tax on the portion of economic gains generated through a co- 
operative’s operations which is presently altogether immune from in- 
come taxation. This portion is, of course, the allocated but undis- 
tributed net margin. 

Indeed, in our view, the task of the committee is much larger than 
this, but, in any event, we do not see how it can be seriously doubted 
that the committee should at the very minimum recommend a system 
of taxing this untaxed income in some proper manner. And, of 
course, there was evidence here yesterday that the cooperatives would 
agree with this. 

So the first problem we would tackle is, how should this be done. 

Cooperatives take the legal form of corporations. They also. enjoy 
fully the legal and economic advantages of the corporate form of 
doing business. 
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One might suppose, therefore, that they and their owners would be 
taxed in the same way as other corporations; that is, at 30 percent 
on the first $25,000 of their earnings, and 52 percent on the balance, 
and that the earnings after such taxes would then be taxed again 
when distributed. Many believe that the proper solution to the prob- 
lem is as simple as that, and it seems to us that there is much to be 
said for such treatment. 

But cooperatives object seriously to this analysis of the matter. 
They claim that they are much less an independent entity than the 
ordinary corporation; that they serve much more like a mere funnel 
or conduit through which transactions and money flow essentially for 
the account of the patrons, and that, consequently, they should not be 
treated as having operating income of their own. 

They can hardly deny, however, that the undistributed net margins 
exist; that they belong to somebody, and that somebody should pay 
tax onthem. If the double tax applicable in the case of ordinary cor- 
porations is objected to, surely the propriety of a single tax must be 
admitted. 

Now, fundamentally, there are only two candidates for tax respon- 
sibility on this income: one, the cooperative itself; and two, the patron. 

There is, of course a highly persuasive and probably legally com- 
pelling reason for not taxing the undistributed income to the patron. 
This income simply isn’t his. If it were, he would be taxable on it 
today. But the courts have recently and consistently held, quite cor- 
rectly, that a mere paper allocation not withdrawable in cash except 
with the consent of the cooperative is not income to the patron. 

But, it is sometimes suggested, perhaps Congress can devise a way 
to tax him on the undistributed income as if it were his, and thus fill 
the tax vacuum which exists under the present law. 

One might well wonder why Congress should want to do this. It 
does not ordinarily seek to tax persons on income which is not theirs; 
nor is it to be expected that the farmer or other citizen who finds him- 
self so treated will understand and gracefully accept the burden of a 
tax on income to which he does not have access and which the courts 
have already said is not properly taxable to him. 

On the other hand, the most natural candidate in the world for tax- 
ation of this untaxed income is the person which still has the control, 
possession and use of it, namely, the cooperative. This income finds 
its way into the cooperative’s Sak account, and then is turned into 
bricks and mortar, machinery and equipment, inventories, and other 
operating assets, all of which are owned and used by the cooperative 
in the fullest sense of the word. 

Certainly, commonsense would dictate that the undistributed in- 
come be taxed to the cooperative and not to the patron, who has no 
legal or practical access to it whatsoever. 

Even if there were any reason in policy for taxing the undistributed 
income to the patron, we doubt that it would be legally permissible. 

The 16th amendment to the Constitution permits the taxation of 
income from whatever source derived, and Congress has purported 
to tax all such income except that which is expressly exempt. Ac- 
cordingly, if undistributed margins were income to the patron, tax 
would be due under present law. But the courts have already held 
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the contrary, and it may be questioned whether Congress can success- 
fully tax what has been held not to be in the nature of income. 

It is true that in some specialized situations stockholders of closely 
held companies, having control over their corporations and being able 
to reach in and take out the profits at will, are taxed on the corporate 
profits, although usually only with their consent to be so taxed, and in- 
variably because they have practical access to the profits in any event. 

It may be fairly doubted, however, that the average farmer dealing 
with a cooperative is in a situation where he has practical control over 
the undistributed profits of the cooperative, and it would certainly 
be stretching a point, legally, for no apparent reason of sound tax 
policy, to tax him as if he had. 

I might add at this point, Mr. Chairman and members of the com- 
mittee, to digress for a moment from the prepared statement, that I 
was present yesterday when Mr. Rumble deactibed his bill for single 
taxation at the patron level if the patronage or membership contracts 
and certificates obligate the patron to take margin allocations in paper 
credits. 

I should like to remind the committee that Mr. Glasmann, speak- 
ing for the Treasury, had already pointed out that this was precisely 
the situation in the Long Poultry case, and the court held what is 
obviously true; namely, that advance consent to take the paper does 
not mean at all that the patron would otherwise have had the cash. 

In the Long Poultry case, the bylaws, referring to these credits, 
provided as follows: 

All such amounts shall have the same status as though they had been paid 


to the patrons in cash in pursuance of a legal obligation to do so and the patrons 
had then furnished corresponding amounts for capital for the association. 


In this situation the Court said quite clearly : 


We think it clear that the taxpayer did not receive income as the result 
of the credit alloted. 

Mr. Rumble’s bill and the Long Poultry and similar decisions are 
in my oponion completely irreconcilable on a constitutional point, and 
of course Congress does not ordinarily legislate in the teeth of con- 
stitional law. 

Finally, we must not lose sight of the fact that if we let the coop- 
erative keep the income and tax it to the patron, we will have done 
nothing toward solution of the basic inequity under present law; 
namely, the discrimination in favor of the ar form and 
against the traditional corporate form of conducting competing 
businesses. 

‘The traditional business, in which most Americans make their living 
and upon the conduct of which the Government’s revenue structure 
largely depends, would be treated much worse than the competing 
cooperative. This is a most acute problem, of course, in the dairy 
industry. 

It seems to us, therefore, that: (1) At the very least this committee 
cannot fairly justify — undistributed net margins to remain 
untaxed to anyone; and (2) the only “proper way, from the stand- 
point of both policy and law, to remedy this defect is to tax such 
margins to the cooperative. 
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We come, then, to the mechanics of doing this. Obviously it can- 
not be done by a new statutory enactment of the supposed congres- 
sional intent in 1951, if by this is meant the taxation of all margins 
to the patrons, whether or not distributed, and the release of the co- 
operative from any tax responsibility whatsoever. This would go 
precisely in the wrong direction. It would in no way curb the ability 
of cooperatives to offer price-cutting competition, or to outbid pro- 
prietary business in the purchase of enterprise for sale, on the strength 
of freedom from tax. 

Businessmen, large and small, would have to regard any such so- 
called solution as a total failure, and we cannot imagine that the 
farmer-patron would think that Congress had satisfactorily solved 
the problem if it taxed him on what he hadn’t received. 

At the other end of the spectrum is the full double taxation of co- 
operative earnings to the same extent as in the case of other corpora- 
tions. This approach is embodied in the bill sponsored by Congress- 
man Mason. 

We think that a good case can be made for the Mason bill on grounds 
of tax equality. But we do not believe in the principle of double tax- 
ation, and are not anxious to advocate its event 

We recognize, moreover, that the essential difficulty, competitive 
inequality, would be very substantially corrected if cooperatives were 
taxed at least on earnings the economic use of which remains with 
them as a weapon in the competitive struggle. 

We therefore do not stand at this time for the principle of double 
taxation, and are not anxious to advocate its spread. 

We recognize, moreover, that the essential difficulty, competitive in- 
equality, would be very substantially corrected if cooperatives were 
taxed at least on earnings the economic use of which remains with 
them as a weapon in the competitive struggle. 

We therefore do not stand at this time for the principle of double 
taxation in the cooperative field. 

In between these extremes are several well-known proposals: (1) a 
regular corporate tax at the cooperative level, with exemption of 
patronage dividends from tax to the patron; (2) the so-called “tax 
credit” plan, embodied in a bill sponsored by Congressman Davis; 
(3) the so-called “cash compromise” plan, essentially reflected in an 
amendment proposed in 1951 by Senator Williams; and (4) the pro- 
posal first sponsored by the Treasury last spring. 

The first of these proposals eliminates double taxation simply by 
excusing the patron from tax on patronage dividends, but would pro- 
vide full tax equality at the cooperative and corporate levels. It 
would be relatively simple to administer, would produce worthwhile 
revenue, and would eliminate the problem of unequal competition. It 
is single taxation, not at the patron level, but at the operating level of 
the cooperative. 

The cooperative is, of course, the person which competes with non- 
cooperative business and which has the control and, to the extent it so 
decides, the use of the net margins that arise. There is certainly a 
great deal to be said for this plan, 

The next plan on the list is the tax credit plan. .This plan also 
achieves single taxation, initially at the cooperative level but ulti- 
mately at the patron level only. The tax impact is shifted as the 
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earnings are shifted from the cooperative to the patron by way of 
patronage dividends. The purpose and effect are to impose tax on 
cooperatives to the extent that they exercise dominion over the mar- 
gins by retaining them, but to give the tax thus incurred back to the 
patrons as such margins are released to them by the cooperative. 

This, it seems to us, is an ingenious but very sound plan which 
should "greatly interest the committee. It has these noteworthy fea- 
tures: 

The tax inequality at the competitive level is eliminated. 

Double taxation is avoided. 

}. Corporate tax is imposed only to the extent that the cooper rative 
treats the margins as its own income by retaining them for its own 
use. 

To the extent that patrons receive the margins, they become tax- 
able and the corporate tax previously paid is wiped out. 

5. Single taxation is thus preserved, but at all times the tax is 
coupled with dominion and control of the margins and at no time is 
there a tax due from anyone who has not received funds to pay 
the tax. 

The present tax incentive to accumulate margins is eliminated, 
and an incentive to distribute them is substituted, thus assuring the 
farmer-patron a flow of cash and tax credits each year from his co- 
operative and the government. 

In placing the ultimate single tax on distributed earnings at the 
patron level only, this plan accords very much with the cooperatives’ 
notion that they are mere conduits for their patrons, but it does so 
only when and as the cooperative actually functions like a conduit 
by turning the net margins over to its patrons. 

We think this plan goes a long way toward recognizing the co- 
operatives for what they say they are, while at the same time protect- 
ing competing business from unfair competition during such periods 
as the cooperatives may choose to hold and use the margins which, 
they assert, belong to their patrons. 

We do not think a better plan can be found if the objective 
is to reflect in the law the traditional conception of a cooperative and 
yet prevent abuse of that conception to the disadvantage of both the 
‘Treasury and heavily taxed competing business. 

Next in line comes the so-called cash compromise plan. Under this 
plan a cooperative would be taxed on any retained margins, but not 
on those distributed in cash to patrons. Patrons would, of course, 
be taxed only on cash received. 

Here we get a result very much like that under the tax credit plan, 
and much of what has been said in favor of the tax credit plan is 
properly applicable to the cash compromise plan as well. In most 
ways there is such an identity in end result that there would be little 
to choose between them. 

The tax-credit plan, however, automatically comes to a single tax 
at the patron level when all margins have been distributed, although 
distribution may have been temporarily deferred, but the cash com- 
promise plan would seldom operate so perfectly. It would also be 
less immune to evasive devices than the tax credit plan under 
which the cooperative would have to pay tax in cash to the Internal 
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Revenue Service, which in turn would credit or refund it to the 
patron, with no reinvestment or other strings attached at any point. 

For these reasons it may be concluded that the tax-credit plan is not 
in substance different from the cash compromise plan, but 1s mechan- 
ically and administratively superior to the latter and should therefore 
be given a higher preference. 

The important thing, however, to note about all these plans, and 
this is crucial, is that none of them would permit a cooperative to 
escape tax if it retains the use of any portion of the net margins. 

This we think is the absolute minima] requirement if business is to 
be protected from unfair, tax-subsidized competition. We are frank 
to say that we would regard any plan under which this principle is 
fully recognized, including any of the foregoing plans, as a very con- 
structive step in the right direction toward a fair solution of this 
problem. 

As a corollary, the adoption of any plan which permitted coopera- 
tives to retain the use of the margins without taxing them on such 
margins would, in our opinion, be worse than nothing. 

We come, finally, to the Treasury bill. This bill is a watered-down 
version of the cash compromise plan, modified to permit the deduction 
of 3-year paper issued by the cooperative. We have already indicated 
that the cash compromise plan, although administratively inferior to 
the tax credit plan, is not very different in effect, and that so long as 
any plan would impose tax at the cooperative level on net margins, 
the use of which is retained by the cooperative, we would regard it as 
a constructive plan. 

The trouble with the Treasury bill, however, is that it seriously 
departs from this basic principle. It would let cooperatives keep and 
use the margins earned each year for 3 more years, tax free. 

Margins earned in 1960, for example, could be used competitively, 
tax free, in 1960, 1961, 1962, and 1963. Margins earned in 1961 could 
thus be used, tax free, in 1961, 1962, 1963, and 1964. And so on indefi- 
nitely. The bill would thus perpetuate the principle that margins 
retained and used in a competitive way should be totally immune 
from income tax for a significant period of time. 

We know of no theory of taxation which would justify and ration- 
alize this part of the Treasury proposal, and it seemed to me yesterday 
that Mr. Rumble was in agreement with us on this point. 

It may be felt that cooperatives are entitled to a period of time to 
adjust themselves to tax responsibility which they have never had to 
bear. This we doubt. But if so, it would be far more desirable to 
enact in 1960 a plan fully sound in principle, and make it effective as 
of January 1, 1961. 

We see no need or justification for complicating the cash compro- 
mise plan with deductions for paper distributions of any kind, the 
only purpose and effect of which can be to permit cooperatives to 
retain the use of margins in competitive situations without paying 
tax on such margins. 

Accordingly, we strongly oppose the feature of the Treasury bill 
which would permit deduction of cooperative paper. We assume also 
that cash payments under the Treasury plan would provide a basis 
for deductions only if paid without strings attached, formal or in- 
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formal, and we would suggest that this be made clear, either in the 
statute or in a committee report. Otherwise, we could live with the 
Treasury bill. 

We also feel, and firmly believe, that cooperatives could and would 
live satisfactorily under any of the plans we have indicated we could 
accept, none of which would impose tax burdens as heavy as the 
double tax imposed on corporate business generally. 

Cooperatives are well financed these days; indeed, they are easier 
to finance than many small businesses. The banks for cooperatives 
have been averaging some $500 million a year in cooperative loans. 
Cooperatives do not need and should not have a tax subsidy any more 
than the typical American business which must compete with them. 

It seems to us that your committee is obliged to recommend some 
remedy for the present situation, and that it has a wide choice of 
alternatives—full tax equality, a tax at the cooperative level only, the 
tax credit plan, the cash compromise plan, or the Treasury bill 
amended to disallow deductions for paper of any kind. 

We do not think you can go far wrong if you stick to the principle 


that cooperatives retaining the use of net margins must pay tax on 
them. 


Thank you. 


Mr. Foranp (presiding). Does that conclude your statement ? 

Mr. Bryson. Mr. Chairman, we have distributed this statement to a 
great number of trade associations, essentially of small business 
groups, across the country and have already received more than 25 
telegrams from organized business associations approving the state- 
ment. We expect a number more in the next day or two and I should 
like to ask permission before the record is closed of these hearings to 
submit these telegrams to appear immediately after my statement. 

Mr. Foranp. Is there objection ? 

The Chair hears none. Your request is granted. 

Mr. Keogh ? 

Mr. Keocu. Mr. Bryson, I am interested in the statement that 
appears on the top of page 8 of your formal statement, where you 
express your inability to imagine that the farmer patron would think 
that Congress had satisfactorily solved the problem if it taxed him 
on what he had not received, in the light of the representations made 
here yesterday and today by apparently authorized spokesmen for 
such types of individuals who have indicated that they would be 
willing to accept that principle. 

Mr. Bryson. Mr. Keogh: I realize there is some difference in ex- 
pression on what would be the reaction of a farmer who was required 
to pay from his bank account a cash tax on a piece of paper which 
he had received but which had no value, and the spokesmen for the 
cooperatives seem quite confident that the farmer would be satisfied 
to do this. 

On the other hand, we do know that the Treasury has gotten into 
an increasing amount of litigation on this point and has found that 
taxpayers have resisted the taxability of this paper and have won 
their cases in the court on a series of occasions. 1 am only guessin 
on the basis of human nature, but I would believe that there woul 
be a very substantial segment of dissatisfied taxpayers if the tax were 
imposed in this manner. 
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Mr. Kerocu. You have answered it and you are just guessing with 
respect to that ? 

Mr. Bryson. We have no survey. We are just guessing with 
respect to that. 

Mr. Krocu. Do I state it correctly when I say that the difference 
between the tax credit plan and the cash compromise is that the re- 
tained earnings of the cooperative organization would, under the 
cash compromise plan, be taxed at the corporate rates, and would you 
not say that generally that is a rate higher than the individual rate 
applicable to the individual member ? 

Mr. Bryson. I believe I understand your question. You are sug- 
gesting that if under the cash compromise plan the cooperative were 
to distribute all its income the total tax on that income collected at 
the patron level would probably be less. I should think so. 

Mr. Kroeu. Thank you very much, Mr. Chairman. 

Mr. Foranp. Any further questions? 

Mr. Mason. Mr. Chairman. 

Mr. Foranp. Mr. Mason will inquire. 

Mr. Mason. Mr. Bryson, you have presented to us in my opinion 
one of the most logical and effective arguments that I have listened 
to in the 10-odd years I have been on this committee. You have 
stated that the present situation so far as the taxation of co-ops is 
concerned is chaotic, and you have also stated that the co-ops today 
have an unfair competitive advantage. You pointed out that prac- 
tically all of them are organized as corporations and have the ad- 
vantage of that form of doing business, and yet are not taxed as 
corporations. 

I think, sir, that you have given us one of the most logical presenta- 
tions of the problem that is confronting this committee and this 
Congress that we have had and I want to compliment you upon the 
presentation of this argument in favor of sane, sensible taxation of 
co-ops. You stated of course that you could not go along with me in 
my bill which would tax them exactly as corporations are taxed, be- 
cause they have that form, and I don’t disagree with you on that, but 
I say that as long as they are competing with corporations and have 
the corporation form, as long as the corporation form requires double 
taxation, as we call it, so should the co-ops have double taxation until 
we can straighten out the taxation of corporations and their owners. 

That is all, Mr. Chairman. 

Mr. Bryson. Thank you, Mr. Mason, for your kind words. 

Mr. Foranp. Mr. Harrison. 

Mr. Harrison. Mr. Bryson, as I understand your statement on be- 
half of your organization you accept the principle of taxation of 
these cooperative organizations under a single tax principle? 

Mr. Bryson. Essentially we do, sir, but we insist that so long as the 
cooperative keeps and uses the money, the single tax ought to be on 
the cooperative. 

Mr. Harrison. And if it doesn’t keep and use the money, then you 
are agreeable to the tax being on the member. 

Mr, Bryson. We are. 

Mr. Harrison. And the key thing with you is the retained use of 
the net margins, tax exempt. Ys that so? 

Mr. Bryson. Exactly so. 
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Mr. Harrison. And therefore you oppose the Treasury program 
because it permits that for 3 years. 

Mr. Bryson. We oppose only a portion of the Treasury program 
that would permit the deduction of paper distributions. 

Mr. Harrison. As far as taxation is concerned, what else is there 
to the Treasury proposal ? 

Mr. Bryson. The Treasury bill is the cash compromise bill. It says 
that cash held will be taxed, as distributed will be taxed to the patron, 
but then it throws in this added feature, 3-year paper will be deducti- 
ble, and it is only the latter portion that we object to. 

Mr. Harrison. And then you aso, I assume, are opposed to any 
revival of the 1951 law under the so-called immediate reinvestment 
theory. 

Mr. Bryson. We certainly are. 

Mr. Harrison. Do I understand that you would prefer to leave the 
law as it is now to going back to that theory ? 

Mr. Bryson. We absolutely would. 

Mr. Harrison. That is all I have. 

Mr. Foranp. Mr. Betts? 

Mr. Berrs. Mr. Bryson, will you clear up in my mind these four 
different plans of taxation, leaving out the Treasury plan and the 
first. plan, the middle two, tax credit and the cash compromise? 

Mr. Bryson. Cash compromise? 

Mr. Berrs. Just to clear this up in my mind, you only recognize 
cash distributions; is that correct? 

Mr. Bryson. Cash only under the cash compromise plan. 

Mr. Berts. And the tax credit plan, too? 

Mr. Bryson. Under the tax credit plan the system works mechani- 
cally somewhat differently. It brings you to about the same result. 
The tax credit plan involves the tax on all the earnings initially at 
the cooperative level, but that tax is wiped out and returned to the 
patron as rapidly as the cooperative turns the net margins over to 
the patron. 

Mr. Berrs. Do you mean net margins paid in cash ? 

Mr. Bryson. In cash, although there is a technical problem there, 
and I would say that so long as the distribution is in a taxable form, 
the credit should be made available to the patron, whether in cash or 
in valuable paper. 

Mr. Berts. That is all. 

Mr. Foranp. Any further questions? 

If not, we thank you, Mr. Bryson, for your appearance before the 
committee and information given to us. 

(The following material was received by the committee :) 

MoreGan, Lewis & Bocxkrvs, 
COUNSELORS AT LAw, 
Washington, D.C., February 8, 1960. 
Re Taxation of Cooperatives. 
Mr. Rospert H. Norra, 
Executive Secretary, International Association of Ice Cream Manufacturers, 
Washington, D.C. 


DeaR Mr. NortH: On February 1, 1960, Mr. Wilfrid E. Rumble appeared 
before the Ways and Means Committee of the House of Representatives in be- 
half of the National Federation of Grain Cooperatives and testified on the 
issue of cooperative taxation. In the course of his testimony Mr. Rumble sub- 
mitted to the committee a proposed bill for the taxation of cooperatives and their 
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patrons; and you have asked me to comment on that bill in light of the decision 
of the U.S. Court of Appeals for the Fourth Cireuit in Long Poultry Farms, Inc. 
v. Commissioner, 249 F. 2d 726 (1957), and similar cases. 

In my opinion the bill proposed by Mr. Rumble is in direct conflict with the 
essential rationale of the Long Poultry decision under which certain book 
credits were held not to constitute taxable income to a patron of a cooperative 
as a matter of fundamental law. Since the holding in the Long Poultry case 
turned primarily on what is income in the constitutional sense, and not on any 
question of statutory construction, it seems to me that an attempt by Con- 
gress expressly to treat credits of the kind involved in the Long Poultry case 
as income—as Mr. Rumble has proposed—would be held invalid by the Court 
of Appeals for the Fourth Circuit and any other court in agreement with its 
position in that case. 

The essential feature of Mr. Rumble'’s bill is to treat as money received 
by the patron the face amount of any noncash patronage allocation, regardless 
of its form, so long as the cooperative is required to return its net margins to 
its patrons and the latter are obliged in writing (as by provision in the coopera 
tive’s charter or bylaws) to accept the noncash allocation in satisfaction of th« 
cooperative’s obligation. The theory of the bill obviously is that the patron, 
having an initial claim to cash, has agreed to take something less in satisfaction ; 
and thus has in effect received the cash and reinvested it in the cooperative. In 
fact the bill expressly provides that the patronage allocation “* * * shall be 
deemed to have been received by the patron in money * * * and immediately 
to have been invested in * * *” the cooperative. 

Should Mr. Rumble’s bill be enacted, the legal situation would not be essen- 
tially different from that presented in the Long Poultry case. There was no 
deficiency in the statute involved in that case (the Internal Revenue Code of 
1939, as amended) since Congress had provided therein for the taxation of 
“gains or profits and income derived from any source whatever” in a most 
comprehensive manner (sec. 22(a)). The only question was whether the book 
credits in issue were income to the patron. If they were not, it is obvious 
that this was not because Congress had failed to say so, but simply because 
the credits were not inherently of a nature and were not made in circumstances 
which would permit them to be classified as income. From this it would fol- 
low that in precisely the same circumstances the credits would not represent 
taxable income merely because Congress had specially provided for their 
taxation. 

In the Long Poultry case the allocation in question took the form of a book 
credit accompanied by a letter of advice to the patron. Under the bylaws the 
cooperative was obliged to pay over ratably to the patrons the net margins 
earned; but the directors were authorized to pay and the patrons were obliged 
to accept such portion thereof as the directors might determine in the form of 
eredits to patrons in the capital reserve accounts of the cooperative. It was 
expressly provided in the bylaws that— 

“All such amounts shall have the same status as though they had been paid 
to the patrons in cash in pursuance of a legal obligation to do so and the pa- 
trons had been furnished corresponding amounts for capital for the association.” 

Thus it will be seen that the circumstances were precisely within the concept 
of Mr. Rumble’s bill, and the problem before the court was whether in these 
circumstances a very comprehensive definition (as comprehensive as the Con- 
stitution allows) of taxable income would include such a credit. The court 
held: 

“On these facts, as to which there is no dispute, we think it Clear that tax- 
payer did not receive income as the result of the credit allotted, nor did it 
become entitled to receive anything which could properly be accrued as in- 
come. All that it received was a conditional credit on the books of the co- 
operative, a credit which was subject to diminution if the cooperative sustained 
losses, was subordinated to the payment of the cooperative’s debts, was not to 
be paid until all prior holders of credits over a 9-year period had been paid in 
full and was to be paid only if and when the directors of the cooperative should 
so decide. It is argued that under implied agreement aristing out of the pro- 
visions of the bylaws taxpayer in effect received in cash the amount of the 
eredit and reinvested it in the revolving fund of the cooperative; but this is 
simply to exalt fiction and ignore reality. As said by this court in Home 
Furniture Co. v. Commissioner, 4 Cir., 168 F. 312, 318, ‘Economic realities 
not legal formalities, determine tax consequences.’ The truth is that the tax- 
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payer never received anything except a credit on the cooperative’s books which 
did not entitle it to receive anything except upon the conditions above enu- 
merated, and only then if the directors of the cooperative should so determine. 
As said by the Tax Court in Carpenter v. Commissioner, 20 T.C. 603, 608, a case 
in which certificates had been issud by the cooperative for the credit and not, 
as here, a mere entry made on the cooperative’s books : 

“*We have found that the certificates with which we are dealing had no 
fair market value. Accordingly, they would not be taxable to the petitioner. 
The Commissioner, however, brushes fair market value aside and seems to stand 
on the theory either of “constructive receipt” or “assignment of income.” though 
at the same time stating that the theories on which he proceeds are immaterial. 
As in Phillips, so here, we do not think the Commissioner has advanced any 
sound reason for including any amount represented by the revolving fund cer- 
tificates in the petitioners’ income. The petitioner never had any real dominion 
or control over the funds represented by the certificates. The decision to retain 
the funds in the business rested soley with the directors. The certificates them- 
selves had no fair market value and we do not see that whether or not the coopera- 
tive was obligated to issue such certificates adds anything significant to the 
situation.” 

“In affirming the decision of the Tax Court, the Court of Appeals of the Fifth 
Circuit in Commissioner of Internal Revenue v. Carpenter, 5 Cir., 219 F. 2d 635, 
636, used language which is appropriate here, saying: 

“The respondent could control neither the amount of the funds that he would 
ultimately receive nor the time at which he might receive them. These mat- 
ters were left to the discretion of the cooperative’s directors, and even the di- 
rectors could not pay off the certificates without written consent of the mort- 
gagee. Therefore, the respondent never actually or constructively received or 
had any right to receive anything but the certificates.’ 

“See also Caswell’s Estate v. Commissioner, 9 Cir., 211 F. 2d 693; Moe v. 
Harle, 9 Cir., 226 F. 2d 583, certiorari denied 350 U.S. 1013, 76 S. Ct. 657, 100 
L. Ed. 873; William A. Joplin, Jr. v. Commissioner, 17 T.C. 1526. 

“While in the cases cited, the taxpayers were reporting on the cash basis, 
we think the principles upon which the decisions are based would prevent the 
credits being taxed, as income if they had been on the accrual basis. * * *” 

In view of this strong holding that the facts before the court—a fairly typical 
situation in cooperative operations—did not provide a basis for finding any in- 
come of the patron, it must be recognized that if Congress should enact Mr. 
Rumble’s proposal, widespread litigation would ensue and in all likelihood the 
courts would ultimately set the legislation aside. 

Very truly yours, 
Brapy O. BRYSON. 


(The following organizations and individuals have indicated by 
communication their endorsement of the testimony presented to the 
committee by Mr. Brady O. Bryson in behalf of the Joint Committee 
on Taxation of the International Association of Ice Cream Manufac- 
turers and the Milk Industry Foundation :) 


Alabama Food Council, Birmingham, Ala. (Milton R. Durrett, manager). 

Alabama Wholesale Grocers Association, Birmingham, Ala. (Milton R. Durrett, 
executive secretary). 

Carolinas Farm Equipment Dealers Association, Wilson, N.C. (A. A. Chaphell, 
executive director). 

Columbus Milk Distributors Association, Columbus, Ohio (August E. Simmons, 
secretary ). 

Detroit Milk Dealers, Inc., Detroit, Mich. (Carl F. Burger, secretary). 

Farm Equipment Wholesalers Association, Minneapolis, Minn. (Rebert L. 
Shanon, executive secretary). 

Fort Wayne Association of Creditmen, Fort Wayne, Ind. 

Joseph W. Holman, Phoenixville, Pa. 

Indiana Retail Hardware Association, Indianapolis, Ind. (W. J. Shelly) 

Kentucky Petroleum Marketers Association, Louisville, Ky. (Herbert L. Clay, 
executive secretary). 

Mar-Del-Ville Farm Equipment Association, Winchester, Va. (Millard B. Byler, 
executive secretary). 
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Michigan Farm Equipment Association, Grand Rapids, Mich. (S. E. Larsen, 
secretary-treasurer ). 

Michigan Retail Hardware Association, Lansing, Mich. (Harold W. Schumacher, 
manager-treasurer ). 

Midwest Retail Farm Equipment Association, Omaha, Nebr. 

Milk Dealers’ Association, Fort Wayne, Ind. (Truman D. Hey, secretary). 

Milk for Health, Nashville, Tenn. (T. L. Herbert, 4th president). 

Montana Hardware & Implement Association, Helena, Mont. (N. O. Blevins, 
executive secretary). 

Mountain State Hardware & Implement Association, Boulder, Colo. (F. W. Reich, 
secretary ). 

National Association of Tobacco Distributors, New York, N.Y. (Joseph Koloday, 
managing director). 

Nebraska Retail Hardware Association, Lincoln, Nebr. (Frank Capalino, 
secretary). 

New York State Retail Hardware Association, Syracuse, N.Y. 

North Dakota Implement Dealers Association, Fargo, N. Dak. (George Dixon, 
manager). 

Ohio Farm Equipment Association, Columbus, Ohio (Charles W. Whitney). 

Ohio Hardware Association, Columbus, Ohio (Jonathan B. Conklin). 

Pennsylvania & Atlantic Seaboard Hardware Association, Harrisburg, Pa. 
(J. Wayne Tisdale). 

Southeastern Retail Coal Association, Atlanta, . (Chas. M. Farrar, executive 
vice president). 

Texas Hardware & Implement Association, Dallas, Tex. (Ray M. Souder, execu- 
tive director). 

Virginia Farm Equipment Association, Richmond, Va. 

Western Retail Implement & Hardware Association, Kansas City, Mo. (J. Keith 
Melvin, seeretary-treasurer). 

Wisconsin Bakers Association, Milwaukee, Wis. (Fred H. Laufenburg, execu- 
tive secretary). 

Wisconsin Retail Hardware Association, Stevens Point, Wis. (H. A. Lewis, 
secretary-treasurer ). 


Mr. Foranp. The committee will now stand adjourned until 2 
o'clock. 

(Whereupon, at 11: 55 a.m. the committee was recessed, to reconvene 
at 2 p.m. the same day. ) 


AFTERNOON SESSION 


Mr. Kine (presiding). The committee will be in order. 


Mr. Voorhis, it is a pleasure to see you here again after all these 
--months. 


Mr. Mason. Years. 
Mr. Kine. Years, yes. 


STATEMENT OF JERRY VOORHIS, EXECUTIVE DIRECTOR, 
COOPERATIVE LEAGUE OF THE U.S.A. 


Mr. Vooruis. I am much obliged, Mr. Chairman. 

Mr. Kine. You may proceed. 

Mr. Voornis. Thank you very much, Mr. Chairman. 

My name is Jerry V oorhis. I am executive director of the Cooper- 
ative League of the United States with headquarters in Chicago, The 
league is a federation of cooperatives, including in its membership 
some cooperatives of nearly all kinds with a preponderance of farmer 
members, but with city members as well. There are three points I 
would like to make at the beginning, Mr. Chairman, that are implicit 
in, but not written in, by testimony. The first one is that this whole 
-question revolves around the question as to whether a group of people 
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have a right without penalty to establish a business to meet their needs 
and to conduct that business for the several benefit of themselves as 
users of its services, or whether they don’t. If a group of Americans 
do have a right to make that decision, then they have a right to set 
that business t up so that it will serve the purpose that they had in mind 
for it. 

The second point I want to make—it has already been made but I 
want to underline it—is nobody has to be a member of a cooperative 
or has to deal with it unless he wants to. 

The third one is that there are all kinds of people and all kinds of 
businesses all over this country who are using all kinds of money 
that belongs to somebody else and that they owe to somebody else, but 
I don’t think anybody in his right mind says that all those people who 
owe debts to other people should have the amount of those debts con- 
sidered as taxable income to the person owing the debt. 

Patronage refunds, paid by any business to its customers under a 
binding obligation so to do, do not and cannot, under the Constitu- 
tion of our Nation, constitute income to the obligated business. On 
the other hand, such patronage refunds are the property of the cus- 
tomer or patron to whom they are paid. 

It is impossible to tax one party on the property or income of 
another party. It is impossible to call a liability of a business a taxable 
asset. 

These are the reasons why there is an unbroken record of congres- 
sional action and court decisions upholding the excludability of pa- 
tronage refunds from gross income of taxpaying businesses. 

All that I have said is just as applicable to businesses that are not 

organized as cooperative as it is to businesses that are so organized. 

No business i is, or can constitutionally be, subject to income tax on 
money which it owes to and is obligated to pay to its customers or 
patrons. 

The Supreme Court itself, in defining “income” as used in the 16th 
amendment, said in the case of Commissioner v. Wilcow that: 

A taxable gain is conditioned upon (1) the presence of a claim of right to the 
alleged gain and (2) the absence of a definite, unconditioned obligation to repay 
or return that which would otherwise constitute a gain. 

This is point No. 1. 

It leads to the second major point which is that cooperative busi- 
nesses enjoy no tax advantage over their competitors. On the con- 
trary, cooperative businesses pay all taxes under the same laws and 
at the same rates as do their competitors. 

Exceptions to that statement are the result of deliberate action by 
the Congress; are minor in nature; are of little consequence from a 
revenue standpoint; and should in any case be considered on their in- 
dividual merits. 

As a help to agriculture and an encouragement to farmers to solve 
their problems by cooperation rather than reliance upon government, 
it has been provided for many years that agricultural cooperatives, 
which are able to qualify under rather rigid standards, may apply for 
exemption from the payment of tax on the dividends they pay on 
capital stock shares. This is no genera] provision for cooperatives 
and fewer and fewer of them ask for it. It is a provision to benefit 
farmers and agriculture. 
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In any case, its continuance is a matter for Congress to decide on 
its own separate merits and in the frame of reference of its benefits 
to agriculture, not of its benefits to cooperatives, most of whom have 
decided not to come under it. 

Cooperatives neither ask for, nor expect, special tax treatment. If 
they make a profit on business the margins from which are not obli- 
gated to be paid as patronage refunds, then they should be, and they 
now are, and I trust they always will be, subject to full income-tax 
payment on such profits. 

On the other hand, if a cooperative or any other kind of business 
divests itself of the right of disposal of the margins resulting from 
business done with its customers in the amount of those margins and 
must pay patronage refunds in amounts equal to them—then neither 
a cooperative or any other business is or ever has been, or I trust ever 
will be, taxed on those obligations and those debts as if they were 
income. 

Comparisons are sometimes made, and some of them have been pre- 
sented to this committee, between the amount of income taxes paid by 
cooperative businesses and those paid by businesses set up to make 
profit for stockholders. Most of these comparisons have been based 
on false calculations. For example, it was once contented by National 
Tax Equality Association that the Government was losing $200 million 
annually in revenue because of its failure to tax patronage refunds 
of farmers’ cooperatives. But it was pointed out by a distinguished 
Senator that in the very year when this allegation was made the total 
amount of such patronage refunds, most of them made by quite small 
cooperative businesses, had been only $238 million altogether. 

There are, it is quite true, differences between the amount of taxes 
paid by different businesses. Those differences result from differing 
methods of conducting businesses. They result from different kinds 
of deliberate decisions on the part of business management. All man- 
ner of such decisions, many of them based on the most carefully re- 
searched legal advice, are made precisely because of their effect upon 
tax liability. One kind of such decision is the decision as to whether 
to conduct the business with a view to realizing profit for stockholders 
or whether to conduct it on a nonprofit basis for the benefit of cus- 
tomers and patrons, and, in the case of cooperatives, their members. 

It occurs to me, departing for just a moment from my text, that one 
typical type of decision that is made by all kinds of businesses in this 
country is the decision as to whether to raise equity capital or to go 
into debt and acquire capital by debt, and if the decision is to contract 
debt, then the interest paid is a deductible expense and it affects tax 
liability, but we don’t accuse all the businesses that decide to sell bonds 
or debentures instead of raising equity capital of escaping taxes, and 
neither is it fair, right, or true to accuse cooperatives of escaping 
taxes because they decide to obligate themselves to keep ownership of 
their earnings in the hands of their patrons. 

Neither do I think any fairminded person questions the right of 
businesses of all kinds to make such decisions. By definition, by the 
provisions of their form of organization, the laws that govern their 
charters, and by their own articles and bylaws cooperatives decide, 
and must decide, to divest themselves of control over such of their net 
margins as belong, under the cooperative method of doing business, 
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to the patrons based on their patronage. Other businesses frequently 
do this same sort of thing and by various well-known methods. But 
not nearly to the extent. cooperatives do. 

It is of course true that if one has little or no profit to tax one will 
pay less tax on profit than if one had large profits. 

It is equally true that if other businesses treated their customers 
as cooperatives treat their customers, those other businesses would, 
other factors being equal, pay precisely the same tax as cooperatives 
pay. It is just as ridiculous to charge that cooperatives, by their 
method of doing business, escape taxes as it would be for us to charge 
that other businesses are escaping making refunds to the patrons by 
conducting their affairs so as to return maximum profit to stock- 
holders. 

It has been said in the course of the hearings here that there is no 
difference between profit income and the net margins which coopera- 
tives must return to their patrons. If this is true, then I would sub- 
mit that if there is no difference between the earnings of a non- 
cooperative business and a cooperative business, the noncooperative 
business ought to be in a position of doing the same things with its 
earnings as a cooperative business must do. For example, they ought 
to distribute their profits to customers on the basis of patronage. 
If they expand their plant they should spread ownership of that plant 
among all the customers of the business as a cooperative must do 
when it acquires new plants and when it pays deferred patronage 
refunds as evidence of ownership, and if there is no difference be- 
tween profits and the savings of a cooperative, then other businesses 


might be required to say that they have to have control over their 
business vested in each one of their patrons in accordance with one 
vote per patronage. Nobody is going to suggest this and I don’t 
certainly suggest it, but the only point I am trying to make is that 
this statement that there is no distinction between the moneys that 
pass through the hands of a eae in its net margins, on the 


one hand, and the profits made 
purpose, is just not true. 

So much for my second main point. 

The third point I want to make brings us to considerations which 
are disturbing to this committee as they are to us. They result in 
large part from the attitude and policies presently being pursued 
by the Treasury Department which is daily demonstrating that it has 
neither understanding of, nor good will toward the existence of co- 
operative business in the United States. Had the Treasury and 
Bureau of Internal Revenue done an effective job of enforcement 
or of carrying to conclusion some of the court cases of recent years 
the Congress would, in my humble opinion, not be having to hold 
these hearings today. I believe that the Treasury has wanted as 
much confusion in this picture as could be injected into it, and I 
believe they have had their way. I believe the Treasury Depart- 
ment is hostile to the very existence of cooperative business in our 
economy. 

I have reasons for these statements. 

Just to give one example: In one action in the Middle West the 
Bureau of Internal Revenue is endeavoring to collect retroactive 
taxes from a farmers cooperative by attempting to disallow it most 
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of the depletion allowance SS automatically to all other com- 

panies in the oil business and by attempting to disallow also most of 
this cooperative’s deductions for the expense of interest paid. This 
Me as I understand the word, discrimination against this cooperative 
taxpayer. 

Again the Secretary of the Treasury has made a proposal to this 
committee regarding treatment of patronage refunds of cooperatives 
which combines two very objectionable features. First it proposes a 
period of time during which neither the cooperative nor the patron 
would be subject to tax. This we do not want any more than we 
wanted to see the Treasury lose the court cases which called in ques- 
tion the tax liability in certain instances of cooperative patrons. 

On the other hand the proposal of the Secretary contains a brand 
new departure in and tremendous extension of Government control 
over the conduct of business in this country. 

Let me put the matter in the form of a question. 

Should the Government of the United States say to a businessman 
or a corporation “Fither pay off all your debts within 3 years at 4 
percent interest or we will tax you on the full amount of those debts 
as if you had received that amount of taxable income.” If the Gov- 
ernment tried to say such a thing to business generally there would 
probably be a revolution in this country. 

But that is precisely what the Treasury Department has proposed 
that this committee should say to every cooperative business in the 
country. 

Cooperatives do not pay patronage refunds just because they sud- 
denly decide to do so. Indeed, if they do it that way, they have to 
pay a full income tax on the money first under present law. The only 
circumstance under which patronage refunds are not taxed against a 
cooperative or other business paying them is when there is a preexist- 
ing binding obligation to pay and when that money belongs to the 
patron, not to the cooperative. It belongs to the patron if it is paid 
at once in cash. It belongs to him equally if he makes a voluntary 
agreement as to the time of its payment to him and thus reinvests the 
money in his cooperative, receiving a certificate of ownership in token 
thereof. Now, no one proposes that Congress tell other businesses 
that they must discharge their accounts payable or other liabilities in 
cash within 90 days or else have those accounts — regarded as 

taxable income to the business that owes them. Neither can ‘Congr ess 
with any show of justice treat accounts payable to patrons of cooper- 
atives or investments of cooperative members in cooperatives as if 
they were accounts receivable by the cooperative, and hence subject 
to income tax against the cooperative. 

Finally, with respect to the complete lack of understanding of the 
cooperative form of business organization on the part of the ] present 
Treasury Department, I wish to discuss its insistence on the “market 

value” standard for patronage refunds paid in noncash form. The 
reason people.organize and invest their money in cooperatives is be- 
cause of the services cooperatives can render to them as users of their 
services. It is not because they expect to get rich out of investment 
in stock or certificates whose value is going to appreciate. The sim- 
plest reason, though not the only one, for making these statements is 
that cooperatives’ stock or certificates are nonspeculative and can 
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never rise in value above par. They ean only decline below par, and 
they sometimes do. 

The whole theory of the cooperative business is that it shall belong 
wholly to, and do business wholly for the benefit of, its patrons. 
Suppose a cooperative pays a patronage refund in the form of a 
share of stock or certificate of ownership in a fertilizer plant or a 
petroleum refinery or elevator or whatnot, instead of in cash. Such 
property may well be of far more value to the recipient of the patron- 

age refund than cash would be. But the only people who are even 
supposed to hold such shares are those who have reason to use 
those properties to supply their needs. This constitutes a rather 
narrow market, it seems, especially since most of these people prob- 
ably also hold similar shares. Therefore it is cles arly unreasonable to 
expect such shares of stock to have “market value” in the ordinarily 
accepted sense of those words. Anyone who understands the nature 
of cooperatives would know this. 

This doesn’t mean that it doesn’t have great value to the person 
investing the money because he is the kind of a person by definition 
of a cooperative who wants to use the services, and those services 
may be vastly improved and increased by the presence of these 
properties. 

Now patronage refunds are not the property nor obviously the 
income of the paying business. They are the property and, to the 
extent they would constitute income to any taxpayer, also the income 
of the patron. Therefore it is clearly important from the point of 
view of this committee, responsible as it is for the revenues that sus- 
tain our Government, for both those relationships to be recognized 
and acknowledged by all parties concerned. 

Where the patronage refunds are paid in cash there is no problem. 
It is obvious that the cooperative has paid the cash and hence that 
it could not possibly be its income. And it is obvious that the patron 
has received the cash and must take account of it in computing his 
taxes—unless, of course, the refund constitutes only a reduction in 
price of a commodity for direct consumption, in which case tax has 
already been paid on the money involved. 

The only problems arise where the patronage refunds are paid 
in noneash form. It will be recognized at once, I trust, that this 
form of payment in no way changes the basic fact that the refund 
in whatever form paid is an obligation, a debt, a liability of the 
cooperative and cannot be income to it. But since this is the case 
it becomes important that the patron recognize and accept the fact 
that though he has not received cash he has received income in non- 

cash form to the extent that this business income is affected by the 
trann action. When the Revenue Act of 1951 was passed most of us 
believe this liability on the part of the patron had been clearly estab- 
lished. But certain court decisions have thrown confusion about 
the matter and clarification is no doubt called for. Such clarification 
can be achieved by setting forth in clear terms the circumstances 
which can be reasonably said to constitute an ac ceptance by the patron 
of noncash patronage refunds in satisfaction of the obligation of 
the cooperative to him, 

In our opinion, this can be accomplished by a simple provision to 
the effect that cooperatives must make clear to their members and 
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patrons that membership in, or doing business with, a corporative car- 
ries with it an agreement by the caaher or patron to accept patronage 
refunds in noncash form and to regard such form of payment, at 
face value, as discharge of the obligation of the cooperative to him. 

In the case of members this is a simple matter, since the bylaws of 
all properly organized cooperatives already so provide, and the by- 
laws of all cooperatives could be required to do so. 

In the case of the nonmember patron two methods could be pro- 
vided for. One would be an agreement in writing on his part to 
accept noncash refunds. The other would be a requirement that the 
cooperative inform him by written notice at, or prior to, the time of 
a business transaction with him that doing business with the co- 
operative carries with it his agreement to accept noncash refunds. 

Where the bylaws of a cooperative do not include the required pro- 
visions the method just proposed for informing nonmembers would 
be employed for members also. 

Committee members will recognize, I am sure, that what I am pro- 
posing here is the same solution as has been advanced by Mr. Wilfrid 
E. Rumble. 

In so doing, I wish, however, to emphasize it once more, cooperatives 
are voluntary organizations. They are businesses faced with the most 
intense competition from enterprises which are not subject to the 
special methods of doing business which define the actions of co- 
operatives. No one needs to be a member of, or to deal with a co- 
operative unless he wants to. 

Mr. Krna. We have just been advised that the signal is not a quorum 
call but a record vote. We will suspend for 10 or 15 minutes. 

Mr. Mason. We are sorry for this interruption, Jerry. 

Mr. Vooruis. That is all right. 

(Brief recess. ) 

Mr. Ktne. You may proceed, Mr. Voorhis. 

Again we are sorry that this vote had to come in the middle of your 
testimony. 

Mr. Voornis. Well, maybe that is as good a place as any. 

I had just made the point that cooperatives are voluntary associa- 
tions and no one is required or needs to belong to one or deal with 
one unless he wants to. But if he does decide to do so, then for his 
own welfare and best interest it is reasonable to ask him to agree to 
receive his patronage refunds in part in evidence of increased owner- 
ship rather than wholly in cash. 

he reason for this is these cooperatives need to expand their serv- 
ices to their members and patrons as other businesses do. They need 
investment in them in order to be able to do this. But they do not 
have access, for reasons I have already pointed out, to capital markets 
as their competitors do. In the main, cooperatives most rely on the 
investments of their members and of patrons in process of becoming 
members for their necessary capital. 

It is all very well to say they can borrow money, and they can, 
but you can’t borrow money unless you have capital to start with. 
And the equity of the co-ops comes from their members almost wholly. 
And the one time when it is most logical for such investment to be 
made is when patronage refunds are paid. Payment of patronage 
refunds in evidences of ownership is exactly equivalent to paying them 


in ¢ 
equ 
} 


unk 


be 
con 
h 
que 


tod 
" 
coc 
ave 
pet 
un 
thi 
th 
the 
to 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 149 


in cash and then having the member or patron invest the cash in the 
equity of the cooperative 

But again no one needs to belong to, or deal with a cooperative 
unless he wants to. There is no compulsion about the matter what- 
soever. 

Thus, my third major point is that constructive legislation should 
be enacted to clear up once and for all the one area where a degree of 
confusion has been created in this field of taxation. 

My final point is general in nature. Again I introduce it with a 
question. 

Why bother with cooperatives? Why do we need them in America 
today ¢ 

The answer is that they are needed now as never before. For 
cooperatives are the little man’s chance to retain his independence, 
avoid reliance on Government intervention, and still be able to com- 
pete in the modern marketplace. 

If a group of people is confronted by an economic problem or an 
unmet economic need that is common to all of them, there are four 
things they can do about it. One is to try to meet it, on fair terms, 
through existing economic agencies. If this turns out to be impossible 
they can turn to the Government to help them. If they do not want 
to depend on the Government in this way or if the Government will 
not act, then a third alternative is to let the problem go unsolved, the 
need unmet, and let “a sore place fester in our body “politic.” This, 
however, is not the American way of doing things. Especially not 
when a fourth alternative does exist. That fourth alternative is 
for these people to invest their savings and resources in a new business 
of their own, specially designed to meet their needs. 

If they decide to do this they naturally want to organize that 
business in such a way that all of them will share equally in its benefits 
and its control and so that none of them can profit at the expense of 
any of the others. So they set up a business whose purpose is to 
render a service to its owners who have created it, rather than to make 
profits for itself. This sort of business is a cooperative business, a 
business whose owners are the same group of people or firms that 
need and use its services. 

It is unnecessary, I think, for me to point out to the committee 
that control over our economic life is becoming more and more con- 
centrated in fewer and fewer hands each day. It is reliably stated 
that no more than a score of huge corporations can afford television 
network advertising. 

I need hardly comment on the importance of that. In one mid- 
western State that I recently visited, livestock farmers had, 5 years 
ago, more than 20 potential buyers for their product. Today that 
number is reduced to five. The same general situation exists with re- 
spect to dairy farmers’ products and many others. 

Farmers, who must sell at wholesale prices their raw and unproc- 
essed produc ts, must do so in markets more and more controlled by 
fewer and fewer buyers. 

On the other hand, farmers who almost alone among all producers 
and businessmen must buy their essential production inputs at retail 
prices find fewer and fewer and more and more economically powerful 
sellers confronting them. 





150 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


The future of the independent farm operator in the United States 
is one of ominous danger. With all the rest of the population en- 
joying increasing incomes and paying increasing prices for farm 
products in their processed form at retail, nonetheless, the incomes of 
farmers continue to trend downward and the parity ratio will prob- 
ably go below 80 this year. At present it is about 77, I believe. 

The farmer’s trouble is that as an individual farm operator in this 
kind of economy he possesses exactly no economic bargaining power 
at all. 

Attempts to restore some balance of economic justice to our agri- 
culture through Government programs have been only partially suc- 
cessful. And political opposition to an effective program has con- 
stantly increased. The better alternative in any case is to encour- 
age and if necessary assist farmers to restore a balance of equity by 
their own efforts and by striking at the root of the trouble, which is 
the relative weakness of the farmer’s bargaining power as he faces 
other elements in the economy with which he must deal. This is exactly 
the result which is obtained when farmers organize and develop 
strong cooperatives to market together their own crops, to supply 
themselves with their farming needs, and to provide the farm serv- 
ices without which they cannot produce efficiently. 

The strengthening, not the weakening by punitive tax measures, of 
farmers’ cooperatives offers the best single hope we have of saving 
the American independent farmer from progressive economic disaster. 

Furthermore, small businessmen, like independent grocers and small 
manufacturers, are in almost as difficult a position as farmers. If 
they rely solely on their own economic bargaining power, however 
efficient their production may be—they may be just as efficient pro- 
ducers as a big fellow is—nonetheless, they face an impossible disad- 
vantage when it comes to purchasing, marketing, advertising, and 
promotion in competition with their immense rivals. Their best 
hope, too, lies in cooperatively owned sources of supply and coopera- 
tively owned service agencies. 

Lest somebody say: “Well, what would happen to revenue if these 
businessmen did organize cooperatives for these services?” so I would 
only point out that actually taxes on business are an unsound method 
of taxation really, and certainly a deceptive one, because business 
taxes are all passed on and paid for by the customers of those busi- 
nesses. They have to be or the business would go broke, and busi- 
nesses are really a convenient means of collecting taxes. 

The only question, then, is whether we would obtain the revenue 
we need directly from the people who actually pay the taxes anyhow, 
or whether we continue to obtain it by indirect means. 

Cooperatives are the little man’s chance to survive in a world of in- 
creasing bigness. 

They are also America’s best chance to keep the economic freedom 
alive in the Nation that has been made great largely by such eco- 
nomic freedom. 

Finally there is the individual consuming family, rural and urban, 
rich and poor alike. “Consumer preference” become narrower and 
narrower, as a practical] matter, with each passing day. In product 
line after product line price competition disappears, consumer debt 
mounts and mounts. The economic power of the comparatively few 
producing and marketing giant corporations increases constantly. 
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Do we want to try to curb this by governmental action? Maybe. 
But it is going to be hard to do. 

Anyway, why not encourage development of an effective counter- 
vailing force in the economy by the traditional American method of 
voluntary action’ Why not let us endeavor to restore to the people 
as consumers some “say” with respect to what they are going to buy 
and at what price ? 

This can only be accomplished by the organization of a segment of 
the consumer buying power, so consumers can have at least a little 
economic bargaining power of their own. 

This, too, is what cooperatives are designed to do. 

Cooperation is self-help. Not Government help nor corporation 
paternalism. Cooperation is good for any people at any time. It is 
especially good for the United States just now. I am confident that 
this committee will entertain no proposals that would penalize co- 
operative enterprise as it seeks to make its unique contribution to the 
general well-being of our country and its people. 

Thank you very much. 

Mr. Foranp (presiding). Does that conclude your statement, Mr. 
Voorhis? 

Mr. Vooruis. Yes. 

Mr. Foranp. Are there any questions ? 

Mr. Mason will inquire. 

Mr. Mason. Mr. Voorhis, I have a very, very high regard for you 
which I formed when you were a Member of Congress. 

Mr. Voornis. That is very kind of you. 

Mr. Mason, I think, Mr. Voorhis, that you have made one of the 
strongest pleas for the cooperative system that we now have and the 
method of taxing them that I have ever heard. You have been speak- 
ing entirely, however, about farmer co-ops, have you not? 

Mr. Vooruts. No, not entirely. I think this is the most important 
segment and the one where a good many of the problems that you 
have under consideration arise. 

Mr. Mason. You have, shall I say, almost persuaded me to be a 
Christian, but not quite, on this subject. 

Mr. Voornis. I amsorry, I didn’t go the extra step. 

Mr. Mason. I compliment you on the strength and the plausibility 
of your statement which I consider is an argument for a situation 
which should not be permitted to go on. Most co-ops are organized 
as corporations, are they not? 

Mr. Vooruts. Yes, most of them are. But under particular cir- 
cumstances and a particular kind of corporation which has certain 
requirements laid upon it that it must live up to. 

Mr. Mason. However, if they are organized as corporations and 
doing business as corporations in competition with other corpora- 
tions, then it seems to me they ought to be required to pay on the 
same tax basis as other corporations do. 

Mr. Vooruts. I have tried to show that I firmly believe they do. 

Mr. Mason. You have not convinced me that they do. 

Mr. Vooruts. That was a big order, Mr. Congressman. 

Mr. Mason. It might be. 

That is all, Mr. Chairman. 

Mr. Foranp. Any further questions? 

Mr. Alger will inquire. 

51696—60——11 
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_Mr. Acer. Referring only to your statement on page 11, Mr. 
Voorhis, when you speak of punitive tax measures, do you conceive 
that all of the recommendations that are being put forward are in that 
nature, punitive tax measures ? 

Mr. Vooruis. Oh, no; but I think this would be a punitive tax if 
some of the proposals that are made to treat patronage refunds as 
if they were profits were put into effect. I think it would definitely be 
punitive, because this would be saying to the cooperative business you 
may not without special tax conduct your business in this manner no 
matter if all your owners and patrons decide they want to have the 
business divest itself of ownership of its earnings. 

Mr. Arcrer. Would you take issue with the Treasury Department 
when their representatives pointed out before the committee here, 
and let me quote: 


A series of court decisions have made largely ineffective the 1951 legislation 
which was intended to assure that all cooperative income would be taxed either 
to the cooperative or to its members as earned. 


Mr. Vooruis. I deal with that in my statement, Mr. Congressman, 
to some extent. 

Mr. Acer. Yes. 

Mr. Vooruis. I would take issue with the Treasury, not that there 
hasn’t been a confusing situation created, but I would take issue with 
them, first, because they didn’t appeal these cases and get a final de- 
cision, I think they could have won them, in some cases at least, and 
in the second place I certainly disagree with them with respect to the 
remedy that they propose, but in my own statement I said I think a 
remedy is called for and I have suggested that I think the proposal 
which was advanced by Mr. Rumble would be an effective remedy 
and would make clear where the tax liability lies and would put upon 
cooperatives the obligation of making it clear to every patron of those 
cooperatives, both members and nonmembers, that the act of doing 
business with the cooperatives carries with it an agreement that the 

atronage refund may indeed be invested in further property for the 
benefit of the patron rather than paid in cash, and that if someone 
doesn’t want to do this, then he better not be a member of a co-op 
and he better not trade with them, but that as long as he does agree 
to that, the tax liability becomes clear and Congress is in a position 
to levy a tax on every dime of money that passes through a coopera- 
tive either against the co-op or against its patrons. 

Mr. Areer. Thank you, Mr. Voorhis. Thank you, Mr. Chairman. 

Mr. Foranp. If there are no further questions, we thank you, Mr. 
Voorhis. 

Mr. Voornis. Thank you very much, Mr. Chairman. 

Mr. Foranp. The next witness is Mr. Otis Ellis. 

For the purpose of the record, would you give your name, your ad- 
dress, and the capacity in which you appear? 


STATEMENT OF OTIS H. ELLIS, GENERAL COUNSEL, NATIONAL 
OIL JOBBERS COUNCIL 


Mr. Eutis. My name is Otis H. Ellis. My address is 1001 Con- 
necticut Avenue. I am appearing on behalf of the National Oil 
Jobbers Council in my capacity as general counsel for that organiza- 
tion. 
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Mr. Foranp. Mr. Ellis, you are recognized for 15 minutes. You 
may proceed. 

Mr. Exuts. The National Oil Jobbers Council, Inc., is in effect a 
federation of 33 State and regional associations representing inde- 
pendent wholesale petroleum distributors in 40 States. 

For many years the council has had a policy of advocating that 
petroleum marketing cooperatives be taxed in the same manner and 
to the same extent as other corporate entities with whom these co- 
operatives compete. Heretofore we have not been overly vigorous in 
the advocacy of this policy for the reason that the political climate 
never seemed to be exactly right for expecting the Congress to do any- 
thing about this issue. 

When this committee announced last year that it was beginning 
extensive hearings and investigations directed toward the end of clos- 
ing some of the so-called tax loopholes in our income tax laws and in 
general would make an attempt to revise these tax laws in such a way 
as to produce more equity and justice as between individuals and 
corporate taxpayers, we assumed that if the political climate and the 
congressional attitude was ever to be right for advocacy of our position 
on cooperatives, now was the time. 

At our last meeting, in November of 1959, while discussing our 
policy on the cooperative issue and our plans as to what we should 
do, there were some who pointed out that we should consider, among 
other things, the possibility that our requesting a little more equity 
in taxation of cooperatives might result in incurring the wrath of 
farmer customers. It was generally conceded, however, that petro- 
leum cooperatives had long since ceased to be the tool of farmers 
but, rather, the reverse was the present situation. In brief, we were 
not competing with farmers; we were competing with cooperative 
management. 

There were others who came up with the well-worn argument that 
the petroleum cooperatives pay taxes like everyone else. 

In response to this latter comment, it was the consensus of opinion 
that if such cooperatives paid taxes like everyone else, then certainly 
they could have no objection to the law being changed to the end 
that there was no doubt as to this requirement. Although all jobbers 
were painfully aware of the tough, and in many instances unfair, 
competition they were facing with the ever-increasing number of 
petroleum marketing co-ops, most of them had limited their activities 
on the subject to griping rather than digging in to find a solution 
to the sedhtinh, 

Following the November meeting, many jobbers talked with their 
Congressmen during the recess and in some instances the reports of 
these conversations were transmitted to me. 

One jobber made the observation that his Congressman was talking 
out of both sides of his mouth in that he agreed that cooperatives had 
now become big business and should be taxed as any other business, 
but he felt that some compromise form of tax treatment should be 
arrived at. This jobber, who is not as familiar with the Washington 
scene as many of us, was dumfounded over the fact that his Con- 
gressman agreed that an inequitable situation existed but was un- 
willing to meet the issue head on and, to the contrary, recommended 
nothing more than an inequitable solution. 
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Another jobber reported that his Congressman agreed that the tax 
structure as related to cooperatives was grossly inequitable but it was 
not politically expedient to do anything about it. 

As a result of these comments, observations, and viewpoints, the 
officers of the council determined that before we made a further move 
it was imperative that I look into the historical background of co- 
operatives and come up with some legal, factual, and actual findings 
that would better enable them to determine the method and strategy 
of our approach to the issue of taxation of cooperatives. 

Following are some of my findings and conclusions on this issue. 

Cooperatives originally were small organizations consisting of a 
few farmers who had banded together for the purpose of providing 
mutual economic benefits in purchasing farm equipment, seed, and 
other necessities and/or to market the production of their farms on 
a collective basis. 

In most instances, at that time, the cooperative was merely the 
agent of the individual farmer and any profits or savings effected 
through use of the cooperative agency went to the individual farmer 
in proportion to his patronage. The first Income Tax Act in 1913 
granted tax exemptions to certain organizations, including agricul- 
tural groups. The specific exemption “granted to cooperatives begins 
with the Revenue Act of 1916. Through the years certain refine- 
ments in the tax laws, as related to cooperatives, were made and there 
were many Treasury rulings, regulations, and judicial decisions on 
the subject. 

All of these refinements, rulings, and decisions, however, had little 
or no effect insofar as further taxation of cooperatives was concerned, 
and with the income tax progressively being increased, the use of the 
tax-exempt cooperative became more widespread as a method for 

doing business. Entrepreneurs and promoters entered the field and 
the tax-exempt rat race was on. 

Cooperatives were no longer simply agents of their farmer members 
or patrons; they became produc ers, processors, refiners, wholesalers, 
and retailers. In brief, they became completely integrated business 
entities, performing all functions of commercial corporations and 
with their tax-exempt advantages became a serious and significant 
competitive factor in the marketplace. 

As a matter of fact, the farmer patrons or stockholders, in many 
instances, became tools of the management and were used as shock 
troops to help retain preferential treatment at the hands of the 
Congress. 

The preceding speaker, I noted, also brought the shock troops out in 
force. 

The situation became so acute that in 1951 the Congress made a 
feeble attempt to tax some of the corporate earnings at ‘the dividend 
or patronage level. This change in the law, as you all know, was 
nullified by the courts with the end result that today the coopera- 
tive structure is bigger and stronger than it has ever been. 

My investigations further determined that generally there are two 
basic types of cooperatives. One is called the tax- a coopera- 


tive and the other is quite improperly but commonly referred to as 
the non-tax-exempt cooperative. 
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In order to qualify as a cooperative entitled to the more liberal ex- 
emptions, the cooperative corporation must conform to the follow- 
ing requirements : 

Basically, the organization must be a bona fide farmers’, fruit 
growers’, or like association, organized and operated on a true co- 
operative basis. 

All of the voting membership, or voting stock, must be owned by 
bona fide producers of agricultural products, who market their prod- 
ucts or pure hase their supplies through the cooperative. 

. If organized on a capital-stock ‘basis, dividends thereon shall 
not exceed 8 percent per annum on the consideration for which the 
shares were issued, or the legal rate of interest of the State of in- 
corporation, whichever is greater. 

The volume of business done with nonmembers must not ex- 
ceed the volume of business done with members, and, as to purchasing 
activities, the volume of purchases made for nonmembers, who are 
not farmers, shall not exceed 15 percent of the total volume. 

In the payment and crediting of patronage refunds, all patrons 
must be treated alike, whether they be members or nonmembers. Ab- 
solutely no preferential treatment can be given a member patron over 
& nonmember patron in the distribution or crediting of patronage 
refunds. 

6. Reserves, if any, shall be limited to those required by State law, 
or ~ as are reasonable and for any necessary purpose. 

Records shall be kept to show the patronage refunds and credits 
of all member and nonmember patrons, and also the interest of each 
member or nonmember in retained reserves or assets of the associa- 
tion. 

Cooperative corporations who conform to these requirements fall 
within the category of tax-exempt cooperatives, and those who do not 
qualify fall within the nonexempt category. 

As a result of these provisions of the statute, as amplified by Treas- 
ury regulations and judicial decisions, these exempt cooperatives were 
permitted to escape taxes not only on profits resulting from patronage 
distributed or siloested as patronage dividends, but also on profits 
distributed as dividends to stockholders and profits derived from 
sources other than patronage distributed or allocated as patronage 
dividends. About the only thing subject to tax for the tax-exempt 
boys are unallocated retained earnings. 

A review of the financial statements of several cooperatives will 
quickly reveal that the retained earnings entry provides very slim 
pic ‘kings for Internal Revenue. 

The other farmers’ cooperative groups which do not operate in ac- 
cordance with the statute, the wholesale-dealer-owned cooperatives, 
the urban consumers’ cooperatives, and all other types of cooperatives 
which fall outside the statute, are classified as nonexempt coopera- 
tives. They file regular corporate income tax returns and make the 
claim that they pay income taxes just as private corporations do. 

The fact of the matter is, however, that most of them pay little or 
none of the income taxes that an ordinary corporation would pay. 

As a result of a loophole created by a Treasury ruling, not by stat- 
ute, income tax must be paid by a nonexempt cooperative only on 
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such small amounts as are paid in dividends on stock and on reserves 
which are retained without being allocated to patrons. 

It is the general practice of these nonexempt cooperatives to pay 
out practically all profits in tax-free patronage dividends in noncash 
form. Under existing law these tax-exempt cooperatives are there- 
fore wholly exempt except for earnings which they do not pay out or 
allocate. Thus, even this type of cooperative can expand out of tax- 
free earnings. All it needs to do is establish that its earnings ulti- 
mately belong to the patron but the cash represented by such earnings 
can be kept indefinitely. 

After reviewing the legal history as related to the practices of coop- 
eratives, we then took a look at the amount of business being done 
by the major regional cooperatives handling farm supplies. We found 
that in dollar volume of business, petroleum products stood second 
on the list. Of the $895 million in business done by 21 of the principal 
regional cooperatives of the United States in 1957, petroleum products 
represented $301 million, or 33.6 percent of the total. This was a 
7.9-percent increase over the preceding year. 

Looking further into the specifies of those cooperatives which com- 
pete in petroleum marketing, we found that many of these regional 
cooperatives were engaged in producing, transporting and refining 
crude oil, as well as in the handling of the wholesale and retail dis- 
tribution of the products therefrom. 

Unfortunately, this competition of the petroleum marketing co- 
operatives was felt more keenly by independent jobbers since the 
principal area of competition was in the small towns and rural areas 
where independent jobbers are best qualified to operate. 

One glaring example is the Consumers Cooperative Association 
with headquarters in Kansas City, Mo. This group was organized 
with relatively small capital in 1929. By August of 1957 it was serv- 
ing 1,716 local and regional member associations. 

This little “farmer-owned” cooperative has 3 refineries, many pro- 
ducing oil wells, 980 miles of pipeline, 19 warehouses and terminals, 
95 highway transports, and a net worth at the end of 1957 amounting 
to $41,568,893. 

In 1957, out of a total of $113 million total business, petroleum 
products accounted for $80 million, and tires, tubes, and auto acces- 
sories accounted for another $414 million. 

I am advised that in 1958 they had $129 million, and one of their 
representatives recently made the statement they expected in 1960 to 
do over $150 million. 

Another example is the Farmers Union Central Exchange, Inc., 
with headquarters in St. Paul, Minn., organized in 1931. In 1957 
petroleum products accounted for $4814 million of its total volume of 
$7514 million. 

Another little farmer-owned cooperative is the Illinois Farm Sup- 
ply Co. with headquarters in Chicago. In 1957 petroleum products 
accounted for $2314 million of its $6214 million total business. 

After reviewing partial financial statements of these and many 
other petroleum marketing cooperatives, it became quite obvious that 
these were corporations organized for profit and bore no resemblance 
to the original concept or the concept that cooperatives are simply 
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nonprofit buying and selling agencies for the downtrodden, bedrag- 
gled farmers of the Nation. 

Some argue that these cooperatives pay cash dividends and patron- 
age refunds to their stockholders or patron members and therefore 
that such payments amounted to nothing more than rebates due the 
patron members. 

These people further argue that such being the case, all of this 
inures to the benefit of the poor farmer and therefore is an adequate 
basis to continue this special privilege of total tax or quasi-tax ex- 
emption. 

I could also use this same argument by way of showing that if m 
independent jobbers were relieved of taxation, they, too, could sell 
to the farmers cheaper. As a matter of fact, so could United States 
Steel and the Standard Oil Co. of New Jersey. 

After a diligent attempt to review the facts and factors as well as 
the political implications relating to the issue of taxation of cooper- 
atives, the people that I represent came to the conclusion that on the 
basis of our findings they could find no justification for giving prefer- 
ential tax consideration to cooperatives. Certainly it all not be 
argued that the current-day cooperative operates more in the public 
interest than the commercial « -orporation. 

When the officers of the council reviewed all of this information 
approximately 3 weeks ago, it was their unanimous conclusion that 
no justification could be found in equity or in fact for the exemption 
of cooperative earnings. Although they had been advised that the 
current temper of this committee did not indicate that it would bring 
out a bill taxing cooperatives the same as business corporations with 
whom they compete, the officers instructed me to tell this committee 
that the most concrete suggestion we could make would be that the 
committee do one of two things, either tax petroleum cooperatives in 
the same way as oil jobbers are taxed, or, conversely, tax the inde- 
pendent oil jobbers in the same way that these cooperatives are taxed 
under current law. 

We ask no greater or better position than our competitors; neither 
do we think there is any equity for them being granted competitive 
advantages over us by way of tax exemptions. 

The people I represent are having enough trouble competing with 
the large oil companies who have the advantages of integration, de- 
pletion, and intangible drilling cost allowances, and all the other ad- 
vantages incident to large corporate structures. 

We believe that if the antitrust laws are kept reasonable and are 
properly enforced, we can hold our own against this major company 
competition. We cannot, in fact we are not, holding our own against 
the competition of cooperatives and that position will not be improved 
by some warmed-over legalization of the 1951 law. 

If the Congress intends to do anything about tax loopholes, the 
field of cooperative taxation affords plenty of opportunity for equita- 
ble action. The plugging of a deh te ny however, was never accom- 
plished merely by making a slight decrease in the diameter of the hole. 

Mr. Foranp. We thank you for your statement, Mr. Ellis. 

Are there any questions? 

Mr. Mason. Mr. Chairman. 

Mr. Foranp. Mr. Mason. 
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Mr. Mason. I am delighted with the clearness with which the wit- 
ness has presented this case. I think he has made a magnificent pre- 
sentation and I want to compliment him very highly for that presenta- 
tion. 

Mr. Exits. Thank you. 

Mr. Mason. That is all, Mr. Chairman. 

Mr. Foranp. Are there any further questions? Mr. Harrison. 

Mr. Harrison. Otis, as I understand these nonexempt co-ops that 
you talk about, from what you say they are really exempt; is that 
right ? 

Mr. Exts. In effect. 

Mr. Harrison. These nonexempt cooperatives which you say are 
really exempt will still be exempt if we pass this Treasury bill or re- 
turn to the 1951 law; is that not true? 

Mr. Exits. That is my interpretation. I don’t care for the Treasury 
bill, Mr. Harrison. 

Mr. Harrison. Elaborate on that, will you? 

Mr. Extis. I think we have this situation: I don’t know what went 
on in the minds of the Treasury, if anything, but I cannot help but 
come to the conclusion that they have tried to arrive at some sort of 
compromise type of method of getting a little bit at the cooperative, 
but not really getting at it. 

This business of deferring when you can get a patronage dividend 
can be carried on in perpetuity. We are not dealing with a bunch of 
little farmers who got together to try to collectively market their 
crops and maybe make a buck or two extra out of it with no profit 
to the organization or structure they set up to do it. 

We have no argument with that. We have no argument with those 
same farmers in a little community that want to get together and in 
order to buy seed a little cheaper, by buying it in volume they do it 
and they each participate in that buying advantage, but there is no 
profit spread around and no big organization structure enhanced. 

We have no quarrel with that. We don’t.think the law should com- 
mand anybody to make money. If you want to swap dollars in busi- 
ness, that is your business. 

The same applies to these co-ops, but in this Treasury bill, as my 
last sentence pointed out, they haven’t even begun to shrink the loop- 
hole. 

Mr. Harrison. I notice you said that your group had decided not 
to get in this before because of possibly offending the farmers’ cus- 
tomers; is that right ? 

Mr. Exxts. The thing that kept us out of it mainly before was, we 
kept telling ourselves every year, well, the Congress is just not ripe 
to entertain proposals on this. 

Mr. Harrison. My point was, you were not quite ripe either, were 
you? It was not good politics for you, was it? 

Mr. Extis. No, no, we weren’t so afraid of the farmers because we 
knew in the petroleum marketing co-ops the farmer was as far re- 
moved from that as I am from the Standard Oil Co. of New Jersey. 
He has nothing to do with it. 

Mr. Harrison. That is pretty far. 

Mr. Exits. That is pretty far distance. 
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I might add the Southern States markets petroleum products. As 
you know, Mr. Harrison, I am a farmer as well as a lawyer. As a 
matter of fact, the farmers call me a lawyer and the lawyers call me a 
farmer. 

Mr. Harrison. Do you buy your gas from the Southern States, o1 
from the independent jobber s? 

Mr. Exxis. I buy mine from the independent jobbers, but I might 
add that I had a rather unique experience. I bought some fertilizer 
and seed from an independent merchant in Marshall, Va., and I 
was trading with him because he was a nice little guy and took care 
of his business, and I bought from him. 

Some 7 or 8 months later, I get a coal scuttle full of paper from 
the Southern States Cooperative and I don’t know what I have done 
with them, so I begin to ask questions, and I come to find out that 
this smalltown merchant was an agent of Southern States Cooperative, 
and now I am being sent a bundle of paper that in substance tells 
me that if and when their board of directors gets around to it, they 
will give me a dividend, so I unwittingly get into the Southern States. 

I don’t buy my oil from them. I buy it from independent jobbers. 

Mr. Harrison. Knowing you as I do, I would be surprised if you 
didn’t. 

Thank you. I meant that as a compliment. 

That is all. 

Mr. Exuis. I might make this observation and I may get fired from 
my retainer for making it. 

I don’t like to compromise on issues that I don’t maybe see there 
is any equity, but I may go a little further than my people and make 
this suggestion to this committee. 

It appears that there is some feeling about wanting to take care 
of the bona fide farmer group who want to market the product of 
their own farm and not to establish big processing plants and get 
into business like everybody else. 

As I stated, we have no objection to that. Suppose, for example, 
that you took the statutory criteria for an exempt cooperative and 
you shrunk it to where that only covered the farmer and the market- 
ing or storage, not processing, of the products of his farm, and as 
to that cooperative you said, “We will tax in the hands of the rec ipient 
the cash dividends they pay out. Any allocated dividend, but not 
paid in cash, we will tax in the hands of that cooperative corporation. 
We will also tax in the hands of the recipients the cash dividends 
paid on their capital stock,” and then after you have done that, you 
say that any other cooperatives dealing in what we call the consumer 
— aspect of it are corporations like anybody else and they should 
pay taxes like anybody else. And if the farmer wants to operate 
that type of nonexempt corporation in such a manner that at the end 
of the year there are no earnings to be taxed, then they have just 
swapped dollars for the benefit of those who participate with them 
and that’s that. But no gimmicks by way of contracts with their 
patrons or their stockholders where they can hold this money, no 
legal loopholes. 

"That type of corporation should be taxed in every respect two 
ways, dividends and otherwise, the same as any lak corporation. 
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I believe if you are looking for a means of trying to male the 
farmers market collectively and in a way so as not to spread and 
become a big business, somewhere in that area is the area of com- 
promise. 

Mr. Harrison. That is all. 

Mr. Foranp. If there are no further questions, we thank you, 
Mr. Ellis. 

The next witness is Mr. M. R. Garstang, general counsel for Na- 
tional Milk Producers Federation. 

Will you give your name and the capacity in which you appear, 
please, for the purpose of the record ¢ 


STATEMENT OF M. R. GARSTANG, GENERAL COUNSEL, NATIONAL 
MILK PRODUCERS FEDERATION 


Mr. Garstane. My name is M. R. Garstang. I am general counsel 
for the National Milk Producers Federation. 

I assume that our entire statement will be put into the record and 
that I can comment on it. 

Mr. Foranp. It will be, yes. 

Mr. Garstanc. One of the things that we have tried to do in our 
statement is to bring this whole issue into better perspective for the 
benefit of the committee, and after hearing the testimony which im- 
mediately preceded me, I would like to call the attention of the com- 
mittee to some figures which appear in bulletin No. 1211, issued Janu- 
ary 1957, by the Department of Labor. 

This is a comparison of the amount of retail sales handled by co- 
operatives with the total of all retail sales. Listed under the head- 
ing of “Gasoline,” the retail sales of gasoline by all of the coopera- 
tives is 0.29 of 1 percent of the total retail sales in gasoline. 

Also, I want to put into the record a computation of the amount 
that is involved in this hearing. There has been a lot of discussion 
about it. Mr. Harrison has asked some questions about it. The De- 
partment of Agriculture testified that the total amount of retain cer- 
tificates issued in a year runs approximately $213 million. The pa- 
trons tax on that, the Department calculated, would be about $43 mil- 
lion. The point I want to make is that the amount involved is not 
the $43 million because a tax on retain certificates is collected when 
they are paid under the present rule. The most that is being lost at 
the present time is the interest on $43 million for about an average of 
9 years. The average rate of interest paid by the Government for 
money is 3.3 percent, so even taking an easy way to figure it, if the 
average deferment were 10 years, the amount that is being lost by 
the Government as a result of these court cases is approximately $14 
million a year. 

To the extent that this benefits American agriculture, it is quite 
small when compared with the millions of dollars that are being spent 
for price supports and other forms of help to the American farmer. 

The amount involved in the Treasury bill would, of course, be less 
than $14 million, because they do not propose to eliminate the entire 
deferment, but only a portion of it, leaving 3 years stand. The 
Treasury bill raises an issue of approximately $10 million. 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 161 


I would like to read the introductory part of this statement which 
pretty well summarizes the statement. We support the legislation 
offered on behalf of cooperatives by Mr. Wilfrid E. Rumble. We 
believe, sincerely, that this is a fair and just solution to the coopera- 
tive tax problem. 

There is no tax deferment in the Rumble draft and we shall ask 
for none. 

Our testimony carries special significance, because it reflects the 
willingness of dairy farmers to pay tax currently and at face value 
on allocations which they retain in their own cooperatives for use as 
equity capital. 

We oppose the Treasury bill, because it is not confined to the rais- 
ing of revenue. It contains extraneous provisions not necessary to 
the tax issue, which would meddle into the interna] affairs of farmers 
cooperatives and which constitute a destructive attack upon their fi- 
nancing and credit. 

The position of the dairy farmer is this: (1) That one tax should 
be paid currently on net savings made by farmers when they process 
their own commodities in their own plants at cost; (2) that the tax 
should be paid by the farmers on amounts which are allocated to them 
and by the cooperatives on amounts which are not allocated; (3) that 
the tax should be based on the full amount of the net savings realized, 
without regard to whether the allocations are made in cash or in the 
form of retained equity capital; and (4) that farmers then should be 
free to determine for themselves, by democratic process in their own 
organizations, the manner in which they wish to receive their allo- 
cations. 

As long as one tax is currently paid, and as long as farmers are free 
to do what they want to do with their own funds in their own organi- 
zations, there is no valid basis for meddling into their affairs by 
others. We are not impressed by proposals to save the farmer from 
himself by preventing him from raising capital the way he wants to 
raise it for the purpose of building plans to obtain a better return 
for his produce. 

We submit the following related points (1) That farmers’ coopera- 
tives are of great importance to American agriculture, as Congress 
intended they should be; (2) that, although they have been reason- 
ably effective in the field Congress assigned to them, cooperatives have 
spread into other fields in only a minor degree; (3) that the public 
has been misled into believing that cooperatives have attained great 
size and are unduly oppressing other types of business enterprises; 
and (4) that the principal opposition to farmers’ cooperatives comes 
from processors and middlemen whose opportunities for excessive 
profits are greatest when farmers are disorganized, when there are no 
checks on the accuracy of weights and tests, and when there is no reg- 
ulating influence on the margins that can be taken between the prices 
farmers receive and the prices consumers pay. 

Those points are all developed in the statement. 

Let me make just a few more comments and I think that will be suf- 
ficient. 

Mr. Foranp. We will cooperate. 

Mr. Garstanc. We think the 1951 law was a fair solution of the 
tax problem. It assures that one tax will be paid on the savings 
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which farmers make through their cooperatives and leaves them 
complete freedom to run their cooperatives the way they want. We 
think that one tax is a fair tax to be charged to cooperatives, because 
it is the same rate of tax that is assessed against a business enterprise 
run by an individual it is the same level of tax that is assessed against 
a business enterprise run by a partnership; and it is the same level 
of tax that is assessed against a business enterprise run by a small 
corporation. In effect you might have, let’s say, on the same street 
and in the same town five different businesses all competing with one 
another. One is an individual, one is a partnership, one is a small 
corpo ration, one is a cooperative, and the other is the ordinary profit 
corporation. 

Four of these are taxed on the basis of one tax. The fourth one, 
the corporation, is taxed twice on any income that it receives, once 
at the corporate level and once at the stockholder level. We don’t 
think the corporation double tax is right, and we will help you get 
rid of it by gradual elimination of it. When that is done, there will 
be no inequity of any kind between the competing business enter- 
prises. We think the wrong way to get at any inequity that may 
exist is to extend the double tax to these other four types of business 
enterprises. 

We support the Rumble draft. We think that it is a fair and logi- 
cal approach to this problem, and we think it will stand up in court. 

One of the things we do not want is legislation which would fail 
in court. We would not support the Rumble draft if we thought 
it would fail. 

I have commented on the fact that our farmers are willing to pay 
tax on retain certificates which are issued to them. They are willing 
to pay it the year they get the certificates, and they are willing 
to pay it on the full face value of the certificates. Most of them have 
done this for many years. Most of them continued to do it until 
possibly this last year. The Treasury Department held hearings 
several months ago on regulations concerning the treatment of these 
refunds which were in the form of retained certificates. 

We asked the Treasury Department to set that regulation up so 
we would have the option of continuing to pay tax on the certificates 
at the face value at the time we got them. The Treasury would not 
do it. 

We feel very sure that we reflect accurately the thinking of the 
dairy farmer. Seventyfive percent of our board of directors are 
active dairy farmers. As a result the federation does not reflect 
the thinking of the cooperative manager as distinguished from that 
of the actual dairy farmer. 

Furthermore, our policies are determined at annual meetings. These 
are attended by about a thousand people and by far the great majority 
of these are active dairy farmers. In addition to that, the boards 
of directors of the cooperatives themselves are in practically every 
case active dairy farmers. 

I am sure there will be suggestions made to the committee that 
possibly some percentage of the net savings of a cooperative each 
year should be paid out in cash, so that farmers will have money 
with which to pay their taxes. We would oppose that, because we 
think that the cooperatives should make that decision themselves. 
Actually, in a great many cases cooperatives are paying out more than 
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20 percent of their net savings at the end of the year in cash. They 
are doing that voluntarily because the members of the co- op want 
it done that way. 

We wouldn’t want to see that set up as a matter of law, partly be- 
cause it wouldn’t work the same in all cases. A new cooperative, for 
example, which was just starting out and w hich needed to build capi- 
tal might find it very much to its interest not to pay out any cash for 

. few years. The farmers in that type of cooperative might much 
aula ‘to leave all of their savings stand rather than to have to raise 
capital stock by some other method. 

Just one or two more comments on the size of the cooperatives. 
Farmers have approximately $2 billion invested in their cooperative 
marketing and purchasing associations. This is about 1 percent of 
the farmer’s total investment in his farming operation. Compared 
with the $2 billion that he has invested in these cooperatives, he has 
$5 billion invested in U.S. savings bonds and $10 billion of deposits 
and currency, so that the amount of capital that the farmers have in 
these cooperatives is not an amount which is pressing them in any 
way. 

In several instances the capital of a single industrial corporation 
exceeds the combined capital of all the farmers marketing and pur- 
chasing cooperatives in the United States. Standard Oil of New 
Jersey, for example, has almost $6.5 billion in capital. This is more 
than three times as much as the combined capital of all the marketing 
and purchasing cooperatives. General Motors has $5 billion, Ford 
82 billion, and United States Steel $3 billion. 

The combined business in petroleum products of all the local and 
regional farmers cooperatives in the United States runs about $500 
million a year compared with sales by Standard Oil of New Jersey 
alone of more than $7.5 billion. 

One company has 15 times as much sales as all of the cooperatives 
handling oil in the whole United States. In the case of cotton, sales 
in 1957 by all the cotton cooperatives in the United States combined 
were $487 million. This was almost doubled by the sales of Ander- 
son Clayton Co, alone at $894 million. 

You have heard testimony from the ice cream manufacturers. 
Farmers cooperatives make less than 5 percent of the ice cream made 
in the United States. Approximately 6 percent of the fluid milk sold 
in bottled form is packaged by farmers cooperatives, 

There is attached to our statement a table which compares the four 
largest dairy corporations, National Dairy, Borden, Foremost, and 
Carnation, with four of the leading dairy cooperative associations, 
Dairymen’s League, Land O’Lakes, United Dairymen, and Challenge. 
\s of 1956 the share of the market handled by the four dairy cor- 
porations was 32.28 percent compared with 4. 90 percent for the four 
cooperatives. Thus the dairy corporations were on the average more 
than six times as large as the cooperatives. National Dairy alone 
controlled a share of the market three times as large as the combined 
shares of all four of the leading cooperatives. 

Significant also is the fact that during the years shown, 1949-56, 
the share of the four dairy corporations steadily increased from 26.09 
percent in 1949 to 32.28 percent in 1956, while the four cooperatives 
showed a slight decline. 
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The significance of these figures is that they represent a share of 
the total market, not just increased sales. This means that for each 
percentage point that these companies have increased their share of 
the total market, the share of someone else has been decreased by a 
corresponding amount. 

All of these things, it seems to us, point in the same general direc- 
tion and indicate that the large nationwide corporations are steadily 
increasing their concentration of power, while the smaller individuals 
are losing ground and cooperatives are hard pressed to hold their own. 

At the same time, the large corporations have been quite successful 
in diverting attention away from themselves by crying ‘“‘wolf” against 
the farmers, and many small businessmen have been misled as to where 
their danger lies. 

Going back to this table which I referred to at the beginning, De- 
partment of Labor Bulletin No. 1211, one of the principal opponents 
of cooperatives have been the hardware merchants. 

The percentage of the retail hardware business handled by all the 
cooperatives is three-tenths of 1 percent. Lumber is another. The 
percentage of the retail lumber business handled by all the cooperatives 
is seven-tenths of 1 percent. 

Cooperatives have been criticized because they have some grocery 
stores. The percentage of the total retail trade handled by all the 
cooperative grocery stores is three-tenths of 1 percent. The only 

lace that cooperatives have been really effective is in the agricultural 
Feld: in the purchase of feed, fertilizer, and the things that farmers 
use on their farms; and in the sale of the things that farmers pro- 
duce. That is where Congress intended for them to be effective. We 
are proud of the fact that they are effective in that field. 

That is all I have to say, Mr. Chairman. 

Mr. Foranp. We thank you very much, Mr. Garstang, for what you 
have given to the committee. Thank you for your cooperation. 

Your statement will appear in the record at this point. 

(Mr. Garstang’s prepared statement follows:) 


STATEMENT OF THE NATIONAL MILK PRODUCERS FEDERATION BY 
M. R. GARSTANG, GENERAL COUNSEL 


On behalf of American dairy farmers, I want to express first our appreciation 
for the privilege of appearing before this committee. 


SUMMARY 


We support the legislation offered on behalf of cooperatives by Mr. Wilfrid E. 
Rumble. We believe, sincerely, that this is a fair and just solution to the co- 
operative tax problem. 

There is no tax deferment in the Rumble draft, and we shall ask for none. 

Our testimony carries special significance, because it reflects the willingness 
of dairy farmers to pay tax currently and at face value on allocations which 
they retain in their own cooperatives for use as equity capital. 

We oppose the Treasury bill, because it is not confined to the raising of 
revenue. It contains extraneous provisions, not necessary to the tax issue, 
which would meddle into the internal affairs of farmers cooperatives and which 
constitute a destructive attack upon their financing and credit. 

The position of the dairy farmer is this: (1) that one tax should be paid 
currently on net savings made by farmers when they process their own com- 
modities in their own plants at cost; (2) that the tax should be paid by the 
farmers on amounts which are allocated to them and by the cooperatives on 
amounts which are not allocated; (3) that the tax should be based on the full 
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amount of the net savings realized, without regard to whether the allocations 
are made in cash or in the form of retained equity capital; and (4) that farmers 
then should be free to determine for themselves, by democratic process in their 
own organizations, the manner in which they wish to receive their allocations. 

As long as one tax is currently paid, and as long as farmers are free to do 
what they want to do with their own funds in their own organizations, there is 
no valid basis for meddling into their affairs by others. We are not impressed 
by proposals to save the farmer from himself by preventing him from raising 
capital the way he wants to raise it for the purpose of building plants to obtain 
a better return for his produce. 

We submit the following related points: (1) that farmers cooperatives are 
of great importance to American agriculture, as Congress intended they should 
be; (2) that, although they have been reasonably effective in the field Congress 
assigned to them, cooperatives have spread into other fields in only a minor 
degree; (3) that the public has been misled into believing that cooperatives have 
attained great size and are unduly oppressing other types of business enter- 
prises; and (4) that the principal opposition to farmers cooperatives comes 
from processors and middlemen whose opportunities for excessive profits are 
greatest when farmers are disorganized, when there are no checks on the ac- 
curacy of weights and tests, and when there is no regulating influence on the 
margins that can be taken between the prices farmers receive and the prices 
consumers pay. 

THE FEDERATION 


The National Milk Producers Federation is a national farm organization. It 
represents American dairy farmers and the dairy cooperative associations which 
they own and operate and through which they act together to process and 
market at cost the milk and butterfat produced on their farms. 

Some of these cooperatives are bargaining associations and serve as agencies 
through which farmers can bargain as a group for the sale of milk to the milk 
companies which process and distribute it to consumers or manufacture it into 
dairy products. Without such associations, farmers have no group bargaining 
power and are in the position of having to take for their milk whatever price 
the dairy companies may choose to pay. 

In addition to providing a measure of bargaining power with respect to prices, 
cooperatives check the weights and butterfat tests of the milk sold by their mem- 
bers, thus eliminating the possibility of false or inaccurate tests and weights. 
Without cooperatives, most farmers have no alternative except to accept the 
weights and tests assigned to their milk by the purchasing dairy company 

Other dairy cooperatives are manufacturing units. These are simply groups 
of farmers who, instead of selling their milk as a raw agricultural product, 
have organized cooperatively to manufacture it in their own plants, at cost, 
in order to obtain a better return by selling it in the form of finished dairy 
products. In still other dairy cooperatives, farmers process their own milk in 
their own plants at cost and distribute it to consumers as fluid milk. 


OPPOSITION TO COOPERATIVES 


It is not difficult to see why farmers cooperatives meet with such strong 
opposition nor why such determined efforts are made to hamper or destroy 
them. 

When farmers manufacture the milk produced on their farms into dairy 
products, or process and distribute it as fluid milk, they are in competition 
with powerful dairy companies engaged in the same business, such as National 
Dairy, Borden, Foremost, and Carnation. 

More significant is the fact that cooperatives provide a yardstick for measur- 
ing processing margins and provide a brake on middlemen’s excessive profits. 

Even in areas where there are no cooperative plants, the very fact that farm- 
ers can set up their own plant if processing margins become too excessive serves 
as a strong influence to keep the margins within reasonable bounds. 

Farmers do not organize cooperatives for the fun of it. In most eases, they 
are driven to do so for their own protection, either because the services they 
need are not being adequately provided or because excessive profits are being 
taken at their expense. Dissatisfaction with weights and tests is another 
factor. Unless there is a very real need for farmers to organize, the setting 
up of a new cooperative is quite likely to fail. 
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Thus, while cooperatives have been, and are, a powerful force in helping 
farmers to improve their own lot, there is a basic conflict of interest with the 
dairy companies to whom they sell milk, or with which they compete—at least 
from a short-term point of view. 

As we have indicated, the opportunity for processors to take large profits 
is greatest when farmers are disorganized, when there are no checks on weights 
and tests, and when there is no regulating influence on processing margins. 

Handling and processing companies have bitterly fought farmers coopera- 
tives, and their support before this committee of legislative proposals which 
would undermine the cooperatives financing and credit, comes as no surprise. 


THE 1951 LAW 


As President Eisenhower once said, the problem of cooperative taxes was 
well settled by Congress in the 1951 law. 

Under that law, business enterprises operated by farmers cooperatives were 
taxed on the same basis as similar business enterprises operated by individuals, 
partnerships, and small corporations. With respect to all of these, the current 
payment of a single tax was required. 

The 1951 law did not undertake to deal with the problem of the double tax 
imposed on general corporate profits. But subsequent legislation has made a 
beginning at eliminating the corporate double tax. We supported that legisla- 
tion, and we have consistently taken the position that any inequity that may 
exist by reason of the corporate double tax should be relieved by gradual elimi- 
nation of the double tax and not by extending it to cooperatives, individuals, 
partnerships, and the small corporations. 

The 1951 law on cooperative taxes, we believe, contemplated that one tax 
would be paid currently and without deferment on the net savings which 
farmers make when they process their own products in their own plants at cost. 

The law was so applied for many years, and farmers accepted it as a fair 
solution of the problem. It was assumed at the time the law was passed, and as 
it was subsequently applied, that farmers cooperative savings allocated back to 
them in the form of retain certificates were taxable to the farmers at full face 
value. The certificates were treated as a constructive receipt of cash and an 
investment of the patronage allocation in the equity capital of the cooperative. 

Dairy farmers represented through the federation did not complain of the 
1951 tax treatment of patronage retain certificates. Neither have we ever asked 
to be relieved of one tax to be paid currently and without deferment. 

Subsequent court cases upset the theory of the 1951 law by holding that re- 
tain certificates are taxable to farmers at market value rather than face value. 
This results in some cases in a deferment of the single tax. 


THE RUMBLE DRAFT 


The Rumble draft would eliminate this deferment and reestablish the prin- 
ciple of the 1951 law as Congress originally intended it to be. 

In effect, the Rumble draft is an offer by the cooperatives to put their own 
house in order. We support it fully. 

Under the Rumble draft, cooperative net margins not allocated back to the 
farmers would become assets of the cooperative and would be taxed as income 
to the cooperative at full corporate rates. 

On the other hand, savings made by farmers acting together through their 
cooperative, and which are allocated back to them under a valid agreement re- 
quiring the cooperative to do so, would be treated as the property of the 
respective farmers, as in fact it is, and such savings would be taxed at full 
value to the farmers. 

This would be so without regard to whether the allocations were made in 
cash or by some evidence of retained equity capital. 


THE FARMERS FREEDOM OF CHOICE 


The Rumble draft permits farmers the greatest possible freedom in the opera- 
tion of their own organizations, and that, we believe, is extremely important. 

For example, within certain limitations, farmers could leave unallocated 
savings in the cooperative as cooperative assets in which case the cooperative 
would pay the tax. With respect to allocated savings, the farmers would be 
free to determine for themselves, in their own organizations by democratic 
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process, whether they preferred to draw their patronage refunds in cash or to 
leave them on deposit in the cooperative for use as equity capital. Or, they might 
prefer to draw part in cash and to leave part as equity capital. If so, they would 
be free to determine for themselves the percentage they wanted paid in cash. 

Farmers should make these decisions—not the law—because the facts are 
different in practically every case. For example, it might be most important 
to farmers to build up capital in a new or expanding cooperative, whereas the 
same group of farmers might prefer to withdraw their savings in cash from 
another cooperative which was already fully financed. In like manner, one group 
of farmers might prefer to take part of their current savings in cash, whereas 
those in another cooperative might prefer to leave all current savings on de- 
posit in order to bring about a more rapid revolving of older capital certificates. 

An across-the-board rule prescribed by law would not work well in many 
cases and would not be in the best interests of the farmer. 

As long as the current payment of one tax is adequately provided for, we 
see no reason why farmers should not be permitted to make their own decisions 
and do what they want to do with their own funds in their own organizations. 

The committee will receive many proposals from those who will profess to 
be concerned about the welfare of the farmer. In effect, they will suggest that 
Congress should protect the farmer from himself—by making him do what 
he does not want to do—and by making him handle his own business in his 
own organization in a manner which is contrary to his own best judgment and 
contrary to the wishes of the majority of his comembers. 


FARMERS ARE THE COOPERATIVE 


We do not believe that this concern for the farmer is well founded. There 
is no room for any material difference in the thinking of the farmers and their 
cooperative. This is so, because the farmers are the cooperative. 

The principle of one man one vote is traditional with cooperatives, and demo- 
cratic control by the farmers themselves is a fundamental concept in these 
organizations. The board of directors in almost every farmer cooperative is 
composed of active farmers. 

Membership in farmers cooperatives is entirely voluntary, and trading with 
them by nonmember patrons is likewise voluntary. 

The very great importance which our dairy cooperatives attach to membership 
relations further attests the fact that cooperatives must be, and in fact are, 
highly responsive to the wishes of their farmer members. 

What this means is simply this—that patronage refunds must be handled by 
cooperatives the way the majority of the farmers want them handled. If they 
are not, the farmers have it completely within their power to bring about a 
change. Furthermore, any farmers who is not satisfied to go along with the 
wishes of the majority can withdraw, whereupon he will no longer be affected 
by cooperative tax problems. 


THE FARMER’S VIEWPOINT 


We have stressed this point because it is fundamental to the issue before 
the committee and also because we are in a favorable position to reflect the 
viewpoint of the active dairy farmer who would be affected by the Rumble 
proposal. 

Our bylaws require that at least 75 percent of the federations’ board of direc- 
tors must be active dairy farmers. And attendance at our annual meetings 
where our basic policies are determined is predominantly that of the active 
dairy farmer. In addition, the boards of directors of our member dairy coop- 
eratives, in practically every case, are all active dairy farmers. 


THE TREASURY BILL 


As previously indicated, we are opposed to the Treasury bill, because it is not 
confined to the raising of revenue but seeks to strike down farmers cooperatives 
by undermining, unnecessarily, their credit and finances. 

Incidentally, the draft proposed by the cooperatives is more favorable to the 
Treasury in terms of tax dollars than is the Treasury bill. This results from 
the fact that the Treasury bill carries a 3-year tax deferment, whereas the 
cooperative draft has no deferment. 

The real effect of the Treasury bill is quite obvious. The tax liability of the 
patron is based squarely on the receipt of cash. That, of course, is sufficient 
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within itself to establish complete legal liability—without question. All of the 
added provisions calling for retain capital to be in the form of unconditional 
promises to pay within 3 years with interest at 4 percent add nothing to the 
legal basis for the patron’s liability to pay tax. 

The obvious effect to these provisions would be (1) to undermine the financing 
of farmers cooperatives by converting capital into short-term debt, (2) to 
meddle into their internal operations by requiring the payment of interest on 
capital funds without regard for the wishes of the farmers themselves, and 
(3) to undermine their credit by adding the word “unconditional,” thus prevent- 
ing them from subrogating their own claims in their own organizations to bank 
loans. 

All these provisions are extraneous to the tax issue and constitute a destruc- 
tive attack upon farmers and their cooperatives. 

The Treasury bill has another gaping hole in it in that it purports to tax 
to the cooperative funds which the cooperatives do not own and to which they 
have neither claim nor title. Allocated refunds, by contract between the parties, 
are the property of the respective patrons to whom the allocations are made— 
and they can never become an asset of the cooperative or income to it, except 
by further action on the part of the patron. Obviously such funds cannot be 
reached by an income tax levied against the cooperative. 


COOPERATIVES AID AGRICULTURE 


There is a long history in Congress of legislation to encourage farmers to 
tmprove their position by organizing and operating their own cooperatives, and 
the policy of Congress in this respect is well established. To mention just a 
few, the Capper-Volstead Act was passed in 1922, the Agricultural Marketing 
Act in 1929, and there have been many enactments relating to Farm Credit 
Administration, including the recent legislation to enable the banks for coop- 
eratives to retire their Government capital. 

That cooperatives have justified the confidence placed in them by Congress is 
amply attested by the fact that this policy of encouragement has been consist- 
ently maintained for some 40 years or more. 

The contribution which cooperatives have made and can continue to make to 
American agriculture has been well stated by the Secretary of Agriculture: 

“It would be almost impossible to overestimate the value of farmer coopera- 
tives—they are economically, socially and spiritually sound. 

“Farmer cooperatives are free enterprise, a part of our private capitalistic 
system. They are democracy in action, and provide the vehicle whereby the in- 
dividual farmer can join with his neighbor to gain the advantage of volume and 
market strength without sacrificing his independence. Cooperatives are the 
self-help tools that allow farmers to command the strength necessary to com- 
pete in our big business economy.” 

Although farmers cooperatives have been reasonably successful in the agri- 
cultural field, as Congress intended them to be, their growth has not been alarm- 
ing, and they have neither achieved nor sought unreasonably high prices. 

Controls against undue enhancement of prices are provided in section 2 of the 
Capper-Volstead Act, but in actual practice it has never been necessary to use 
this section. 

This country is so large, and its agricultural resources are so great, that 
cooperatives could not have unduly enhanced prices, even if they had desired 
to do so. 

But cooperatives have not sought unduly high prices. Basically they have 
taken the position that prices should be at a level which would reflect to the 
farmer a fair return for his labor, taking into account the investment and risk 
involved. 

Consumers have no right to enjoy food at prices which do not provide rea- 
sonable compensation to farmers any more than they have a right to enjoy 
industrial products made with sweatshop labor. 

Hourly returns for the labor of dairy farm operators, as reported by the De- 
partment of Agriculture, have been substantially under $1 per hour for several 
years. Certainly with returns so low farmers need every bit of help they can 
get through their cooperatives. 

Without undertaking to do a research job, we have selected at random, mostly 
from cooperative publications, some examples of how farmers have been able 
to get a better return for their produce or to buy their supplies for less by doing 
their own marketing and purchasing cooperatively. 
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1. Farmers marketing milk and cream through Gold Spot Dairy, Inc., Enid, 
Okla., increased their returns for butterfat by 15 cents per pound in the 1958-59 
fiscal year. This was in the form of a patronage refund of $978,000 averaging 
about $220 per farmer. 

A similar refund in the 1957-58 year in the amount of $949,000 averaged 
$203 per farmer. Of this amount $884,000 was in cash and $65,000 in capital 
stock (Gold Spot News, January 1959, January 1960). 

2. Michigan Milk Producers Association, Detroit, Mich., a bargaining co- 
operative, recently negotiated premiums ranging from 18 to 65 cents per hundred- 
weight for milk sold by its members. The association estimates that its bargain- 
ing efforts added $11 million to farmers milk checks in a 12-month period 
(Michigan Milk Messenger, December 1959). 

3. Farmers saved 17 percent on selling commissions by marketing livestock 
cooperatively through the Central Livestock Association, South St. Paul, Minn. 
The saving was in the form of a cash refund of $173,000. 

4. By manufacturing their own feed cooperatively through Nulaid Farmers 
Association, San Leandro, Calif., farmers were able to reduce their feed costs 
during the period 1954-57 by more than 10 percent. This amounted to about 
$10 per ton on the price of feed and represented a total saving to farmers in 
the area of around $2 million a year. 

5. Farmers manufacturing their own fertilizer cooperatively through Missis- 
sippi Chemical Corp., Yazoo City, Miss., reduced the cost of anhydrous ammonia 
by approximately one-third. This represented a saving of about $30 a ton on 
this important cost factor, The cost of ammonium nitrate was reduced also by 
almost 30 percent. 

The good cooperatives do for farmers cannot be measured entirely by the 
amount of patronage refunds returned to their patrons. When farmers set 
up a marketing cooperative, the general level of prices in the area often im- 
proves, and this results in benefits to all farmers in the area. In like manner, 
a farmers supply cooperative frequently brings the general level of prices in the 
area more nearly in line. 

THE SIZE OF COOPERATIVES 


While cooperatives are of great importance to the farmers they serve, their 
growth has not been alarming and their relative size is quite small. 

It is our position, and also that of the Department of Agriculture, that 
cooperatives have not kept pace with the trend toward bigness and that they 
must attain greater size and efficiency if they are to remain effective. 

The public has been misled by anticooperative publicity to the general effect 
that cooperatives have attained great size and are unduly oppressing other 
business enterprises. 

Many of those who have complained that farmers have a competitive tax ad- 
vantage through the single tax on cooperatives are themselves operating busi- 
nesses as partners, individuals, or shareholders in small corporations where 
they also are subject only to a single tax. 

Cooperatives have attained their greatest volume in the marketing of agricul- 
tural products and in the purchasing of farm supplies. The principal volume 
of cooperative marketing is at the farmer, manufacturing, and wholesale levels 
with only minor penetration into the retail field. 

The following comments are submitted in the hope that they will serve a useful 
purpose in keeping this issue into better perspective: 

1. There are approximately 10,000 farmers cooperatives in the United 
States. About one-third of these are supply cooperatives and two-thirds 
are marketing cooperatives. Total cooperative membership in the United 
States is less than 8 million. These figures have held relatively steady for 
several years (USDA General Report 60, June 1959, p. 3). 

2. Farmers have approximately $2 billion invested in their cooperative 
marketing and purchasing associations. This is about 1 percent of the 
farmers total investment in his farming operation compared to the $2 
billion invested in marketing and purchasing cooperatives, farmers hold 
$5 billion of U.S. saving bonds and $10 billion of deposits and currency 
(UOSDA Agricultural Information Bull. No. 214, October 1959, pp. 2, 19). 

3. In several instances, the capital of a single industrial corporation 
exceeds the combined capital of all the farmers marketing and purchasing 
cooperatives in the United States. Standard Oil (New Jersey), for example, 
has almost $6.5 billion in capital. This is more than three times as much as 
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the combined capital of all the marketing and purchasing cooperatives. Gen- 
eral Motors has $5 billion, Ford $2 billion, and United States Steel $3 billion 
(Fortune, July 1959). 

4. The combined business in petroleum products of all the local and re- 
gional farmers cooperatives runs about $500 million a year compared with 
sales by Standard Oil (New Jersey) alone of more than $7.5 billion (USDA 
General Report 60, June 1959, p. 17; Fortune, July 1959). 

5. In the ease of cotton, sales in 1957 by all of the cotton cooperatives 
combined were $487 million. This was almost doubled by the sales of 
Anderson Clayton Co. alone at $894 million. 

6. Dairy products rank first among agricultural products sold through 
farmers marketing cooperatives, with grain second, and livestock and wool 
third (USDA General Rept. 60, June 1959, p. 26). 

7. About 60 percent of the milk and about 45 percent of the cream is 
marketed by farmers through their cooperatives. Farmers process in their 
cooperative plants roughly one-half of the creamery butter and one-fourth 
of the cheddar cheese. They make less than 10 percent of the cottage cheese 
and less than 5 percent of the ice cream. 

8. Farmers cooperatives package about 6 percent of the U.S. nonfarm fluid 
milk consumption (USDA General Rept. 54, January 1959). 

There is attached a table showing the share of the total retail market in dairy 
products handled by four nationwide dairy corporations as compared with the 
share of the market handled by four of the leading dairy cooperatives. The 
four dairy corporations are National Dairy (Sealtest), Borden, Foremost, and 
Carnation. The four cooperatives are Dairymen’s League of New York, Land 
O’Lakes of Minneapolis, United Dairymen of Seattle, and Challenge of Los 
Angeles. 

As of 1956, the share of the market handled by the four dairy corporations 
was 32.28 percent compared with 4.90 percent for the four cooperatives. Thus, 
the dairy corporations were on the average more than six times as large as the 
cooperatives. National Dairy alone controlled a share of the market three times 
as large as the combined shares of all four of the leading cooperatives. 

Significant also is the fact that during the years shown—1949 to 1956—the 
share of the four dairy corporations steadily increased from 26.09 in 1949 to 
32.28 in 1956 while the four cooperatives showed a slight decline. 

The significance of these figures is that they represent a share of the total 
market, not just increased sales. This means that for each percentage point 
that these companies have increased their share of the total market, the share 
of someone else has been decreased by a corresponding amount. 

All of these things, it seems to us, point in the same general direction and 
indicate that the large, nationwide corporations are steadily increasing their 
concentration of power while the smaller independents are losing ground and 
the cooperatives are hard pressed to hold their own. 

At the same time, the large corporations have been quite successful in diverting 
attention away from themselves by crying “wolf” against the farmers, and many 
small businessmen have been misled as to where their danger lies. 

The absurdity of the bitter attacks being made on cooperatives by hardward 
merchants and retail grocers, for example, is made evident by the following 
facts: 

The 1954 Census of Retail Trade shows only 77 cooperative retail hard- 
ware establishments in the United States, an average of less than 2 to a 
State. The percentage of the total retail hardware trade handled by the 
cooperatives was only three-tenths of 1 percent. 

The percentage of retail trade handled by cooperative groceries was also 
less than 1 percent. Contrast this with the $17 billion of chainstore sales 
in 1957 out of a total market of $46 billion. A. & P. alone had sales of over 
$4 billion, and in 1958 this was pushed up to $5 billion. 


CONCLUSION 


Farmers cooperatives have made important contributions to American agri- 
culture in the past, and they offer hope for the future. Their growth has not 
been alarming, and they have fairly used the powers entrusted to them by Con- 
gress. There is no need, either economic or social, for striking them down or 
impairing their financing and credit. The present tax deferment should: be 
corrected by legislation to reinstate the original intent of Congress in the 1951 
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law. The draft submitted by Mr. Rumble on behalf of the cooperatives would 
do that. We support that draft and urge its enactment. 


Sales of 4 leading dairy corporations and 4 leading cooperatives as a percentage 
of the total retail cost of dairy products 1949-56 


Retail Sealtest Borden | Foremost} Carna- Total Co-ops 
Cost ! tion 


Rillttn Percent Percent Percent Percent Percent 
$6.9 13. 01 8 90 . 61 3. 57 26. 09 
7.0 2. 95 9.01 69 < 26. 31 

8.0 2. 98 9.15 . 66 R 26. 51 

3. 58 9.14 . 92 3. 7$ 27. 43 

5. 02 9. 66 1. 43 é 29. 99 

. 58 9. 36 2. 98 8. 72 30. 65 

32 9. 20 4.41 F 31 
9.2 71 9. 53 4.15 3. 32. 28 


| “Marketing and Transportation Situation,’’” AMS-USDA, July 1959, percentages computed from sales 
figures obtained from annual reports. 


Mr. Foranp. That concludes the calendar for today and the com- 
mittee now stands adjourned until 10 o’clock tomorrow morning. 

(Whereupon, at 3:40 p.m. the committee recessed, to reconvene at 
10 a.m. Wednesday, February 3, 1960.) 
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WEDNESDAY, FEBRUARY 3, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Aime J. Forand presiding. 

Mr. Foranp. The committee will be in order. 

The first witness on the calendar this morning is Mr. Wilmer Smith, 
who appears in behalf of the Texas Federation of Cooperatives. The 
Chair understands that our distinguished colleague from Texas, Mr. 
Mahon, is to introduce this next witness. Mr. Mahon. 


STATEMENT OF GEORGE H. MAHON, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF TEXAS 


Mr. Manon. Thank you, Mr. Chairman. 

Your next witness will be Wilmer Smith, whom I have known for 
about 25 or 30 years. He is a leader in the field of agriculture and 
community service in west Texas and in the State of Texas. He has 
a very broad interest. He is interested in the cooperative problems, 
but he is interested in all the problems involved in the welfare of the 
country. He is, among other things, a member of the board of direc- 
tors of the second largest State-supported college in Texas, Texas 
Tech, at Lubbock. I have not read his statement, but I am going to 
read it and I am going to listen to it. I know it will be good and 
I believe it will be helpful to the committee. I am honored and 
pleased to introduce to you a man of such high stature and fine qual- 
ities as Wilmer Smith. 

Mr. Foranp. Thank you, Mr. Mahon. 

Mr. Smith, we are happy that you have such a splendid member 
introduce you to the committee, and I am sure all of us will listen 
with interest to your remarks. 

For the purpose of the record will you give your full name, and 
your address, and the capacity in which you appear. 


STATEMENT OF WILMER SMITH, REPRESENTING THE TEXAS 
FEDERATION OF COOPERATIVES, HOUSTON, TEX. 


Mr. Smiru. Thank you, Mr. Chairman, and thank you, Mr. Mahon, 
for those kind words. 

My name is Wilmer Smith. I live in New Home, Lynn County, 
Tex. I am a farmer, gaining all of my income from the production 
of cotton and grain, and am a member and stockholder of the New 
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Home Cooperative Gin. Iam alsoa member of the board of directors 
of the Texas Federation of Cooperatives on whose behalf I appear 
today. 

Mr. Foranp. You are recognized for 15 minutes. 

Mr. Smirn. The Texas Federation of Cooperatives is an organiza- 
tion composed of 525 farmer-owned marketing, purchasing, and serv- 
ice cooperative associations in the State of Texas having a combined 
individual membership of some 250,000 or more farm families. 

It was organized about 15 years ago to coordinate the educational 
and public relations programs of its members and to help improve 
services available to agriculture. The Texas Federation of Coopera- 
tives therefore is v itally interested in the subject matter of this 
hearing. 

During the Ist session of the 80th Congress, hearings were held 
before the Committee on Ways and Means of the House of Repre- 
sentatives in connection with proposed revisions to the Internal Reve- 
nue Code as it applied to cooperative organizations. 

Part 4 of the published record of those heari ings contains a number 
of statements presented on behalf of cooperative organizations as well 
as statements on behalf of those who were opposed to the principles 
advocated by the cooperatives. 

The positions taken by both groups were thoroughly explored and 
the bases supporting their respective positions were founded upon 
exhaustive research. 

Although the documented testimony and evidence consumed sev- 
eral hundred pages of printed matter the fundamental issue then, 
as at this time, related to the nature of patronage refunds made by 
cooperative organizations and the point at which the funds repre- 
sented by such patronage refunds, should be taxed. All other points 
at issue are inconsequential by comparison. 

The position taken by the cooperatives in those hearings, and which 
was then supported by court decisions and government regulations 
may be summarized briefly as follows: 

That it is legally permissible for a cooperative or other corpora- 
tion to become bound by contract, to refund to its patrons the margins 
made on the business done with or for them, over and above cost of 
operation. 

That in such cases the contractual relationship may encompass 
a legs il obligation on the part of the patrons to reinvest in the capital 
of the corporate entity all or a part of the patronage refunds repre- 
senting such margins. 

3. That when such a contractual relationship exists, the margins 
made on such business become the property of the patrons and do not 
constitute taxable income to the corporate entity. 

That where a patron has so contracted to reinvest his patronage 
refunds in the capital of the cooperative, all patronage refunds made 
to him in the form of capital stock, revolving fund certificates, cer- 
tificates of indebtedness, certificates of equity, book credits, or other 
noncash media constitute taxable income to the patron in the taxable 
year in which he receives evidence thereof or notice of the allocation, 
in the dollar amount of such refund. 

These basic principles have been under attack by critics of coopera- 
tive organizations for many years. Those attacks were responsible 
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for the hearings before the 80th and 82d Congresses just as they are, 
in large measure, responsible for the hearings here today. 

Following the hearings above mentioned, Congress passed the 
Revenue Act of 1951. In that act section 101(12) of the Internal 
Revenue Code of 1939, which related to farmer cooperative associa- 
tions, was amended by adding the provisions incorporated in section 
101(12)(b) of that act. 

This added section related specifically to patronage refunds and 
set forth the requirements which must be complied with by farmers 
cooperatives if the amounts represented by such patronage refunds 
were to be excludable from income to the corporate entity. Sections 
101(12) (a) and (b) of the Internal Revenue Code of 1939 as 
amended are now sections 521 and 522 of the Internal Revenue Code 
of 1954. 

Section 522 of the Internal Revenue Code provides that regardless 
of the manner in which patronage refunds are made to patrons, the 
cooperative must disclose to each patron the dollar amount of such 
dividend or rebate if it is to be permitted to exclude the amount from 
its income. 

It is also of interest to note that in section 314 of the Revenue Act 
of 1951 that portion of the code relating to information returns was 
amended by adding a subsection (f) w vhich required each corpora- 
tion making patronage rebates or refunds amounting to $100 or more 
during the calendar year, whether in cash or noncash media, to report 
the same on ‘chtanailien returns. 

Undoubtedly this was to enable the Internal Revenue Service to 
verify the fact that such amounts were taken into income by the in- 
dividual recipients when making their income-tax returns. This 
would seem to indicate that it was the clear intention of Congress to 
provide for the collection of a single tax on all income developed by 
farmers through their cooperatives during the taxable year in whic h 
such income was created, and that the tax should be levied at the 
patron’s level. 

This view was taken by the Internal Revenue Service when it 
adopted section 39-22(a)-23 of Income Tax Regulations No. 118. 
That regulation, among other things, provided that allocations of 
patronage refunds in the form of capital stock, revolving fund cer- 
tificates, letters of advice or similar documents were taxable to the 
recipient at the face amount of such documents, if made in fulfillment 
and satisfaction of a preexisting valid obligation of such association 
to the patron. 

However, it might be pointed out that the sense of this regulation 
was not new. This is indicated by a statement made by the Internal 
Revenue Service in revenue ruling 54-10 with respect to regulation 
39-22 (a)-23 and the treatment of patronage refunds, which reads: 

These provisions as to the tax treatment of allocations in the hands of the 
patron where there is a contractual obligation involved do not represent a 
departure from rules previously in effect, but set forth in regulation form a 
policy of the Service which has been long established. 

While the amendment to the Revenue Act of 1951 carried into the 
Internal Revenue Code provisions for the treatment of the patronage 
refunds of cooperative associations at the corporate level, it did not 
contain any amendment to the code which might deal specifically with 
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the treatment of noncash patronage refunds in the hands of the 
patron. 

This, we feel, is perhaps the fundamental reason for the line of 
court decisions which permitted certain recipients of noncash patron- 
age refunds to take them into income at “fair market value” instead 
of at the face or stated dollar amount of the refunds. 

This enabled those recipients to successfully challenge section 39- 
22(a)-23 of the income tax regulations. The Internal Revenue Serv- 
ice then capitulated and amended its regulations to conform with the 
holdings of the courts. 

There was thus created the paradoxical situation now existing 
which enables a cooperative organization to exclude from income pa- 
tronage refunds made in noncash form and, on the other hand, enables 
the recipient thereof to take such refunds into income at the fair mar- 
ket value, which may be quite nominal. 

The cooperatives in Texas through their delegates in the Texas 
Federation of Cooperatives are opposed to any legislation which 
would destroy the four fundamental principles of cooperative en- 
deavor set forth in the early part of this statement. It is our position 
that margins made by cooperatives in their operations should be taxed 
but that the tax should be based upon the patronage refunds at the 
patrons level and that such tax should be computed on the basis of 
the stated dollar value of patronage refunds which are made in non- 
cash media. 

We feel that the present state of confusion with respect to the tax- 
ation of farmer cooperative associations and the patronage refunds 
made by them can be clarified by amending the Internal Revenue 
Code so as to require all patrons receiving noncash patronage refunds 
to include them in their income at face or stated dollar amount in the 
taxable year of the recipient in which notice of the allocation is 
received. 

This can be accomplished by amending part 2 of subchapter B of 
chapter 1 of subtitle A of the Internal Revenue Code of 1954 by add- 
ing another section following section 77 which would read substan- 
tially as follows: 


Sec. 78. Noncash patronage allocations. 

(a) All amounts allocated to patrons of farmer cooperatives in accordance 
with the provisions of section 522(b)(1) or section 522(b) (2) shall be deemed 
to have been received by the patron in the taxable year of the patron in which 
he received notice or evidence of such allocations and shall be included in the 
gross income of the patron at the dollar amount of such allocations, for such 
taxable year without regard to method of accounting employed by the patron. 

If the amendment suggested above, or a similar one, should become 
effective, it would put to rest questions concerning the taxability of 
margins or earnings made by farmer cooperative associations coming 
within the purview of sections 521 and 522 of the Internal Revenue 
Code of 1954. 

We would respectfully emphasize the fact that the position we are 
taking now before these hearings is consonant with the position which 
was taken by the cooperative leaders in the hearings before the Com- 
mittee on Ways and Means of the House of Representatives of the 
80th Congress, 1st session. 

We also believe that our position is in keeping with what was the 
manifested intent of Congress when it passed the legislation which 
resulted in sections 521 and 522 of the Internal Revenue Code of 1954. 
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Mr, Chairman, if I might speak off the cuff as a farmer for just a 
moment, since I make all my income from farming, I would like to 
say that I am a member of 2 or 3 cooperatives. The margins have 
been allocated to me and I have paid the income tax on the alloca- 
tions whether I received them in money or stock. We have built a 
new gin in our area. Some of our fellows changed tax consultants 
when the tax consultants suggested to them that es did not have to 
pay on the allocations made in the year that they were notified by 
their form 1099, and they changed to a tax consultant who would 
accept and let them pay at 100 percent of the value of those allocations. 

I might tell you that my gin and my oil mill and my compressor 
are as much a part of my farming equipment as my tractor and my 
combine. It isn’t something that is apart from me. It is we farmers 
doing business at home, and I would respectfully request that all taxes 
of cooperatives or the earnings be allocated to us and that we assume 
the responsibility for getting them in a bill that will get that job done, 
and we in Texas will help and support the Congress and support the 
Government in the courts to see that it is held constitutional. 

Thank you, sir. 

Mr. Foranp. Does that conclude your statement ? 

Mr. Smitru. Yes, sir. 

Mr. Foranp. Any questions ? 

If there are no questions, we thank you very much for your presenta- 
tion. 

The next witness on the calendar is Mr. Horace Smith of Texas. 
Mr. Smith, for the purpose of the record, would you give your name 
and the capacity in which you appear ? 


STATEMENT OF HORACE SMITH, FARMER, ROBERTS COUNTY, TEX. 


Mr. Smirn. Since 1928 I have been a farmer in Roberts County, 
Tex., which is a wheat and cattle area. Farming is my principal 
occupation. 

I am a stockholder of a cooperative at Laketon, Tex. That cooper- 
ative is both a marketing and supply organization which I helped 
to organize in 1934. Iam a member of several other local cooperatives. 

I am president and a director of Producers Grain Corp. at Ama- 
rillo, Tex. Producers Grain Corp. is a regional or federated cooper- 
ative and is principally engaged in marketing and storing wheat, milo, 
and other grains. 

I have always looked upon farmers’ cooperatives as a means of 
marketing my products or purchasing my supplies to the best advan- 
tage possible. 

or many years I have received patronage refunds from various 
cooperatives in the form of cash, as well as in various forms of stock, 
notice of accumulated interest, and so forth. 

I have considered all of these earnings taxable to me for the year 
in which received, whether returned to me in cash or some other 
form, and have paid my taxes accordingly. 

I am aiemeh and I think reasonably reliably so, that farmer 
cooperatives which operate in accordance with the law entitling the 
cooperative to deduct from its income any and all patronage refunds 
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or returns made in any form to its patrons whose business resulted 
in returns or earnings do not have income because, in order to be 
entitled to deduct these returns or e: iwnings, the cooperative must 
have had a prior legal obligation to return such earnings to the 
patron whose business resulted in those es iwnings. 

It has been my understanding that, until recent court decisions 
and rulings of the Internal Revenue Service, the patron who received 
a refund upon the business that he did with his cooperative was tax- 
able on that refund regardless of the form in which he received the 
refund, and that he was taxable on that refund or return for the 
year in which he received it. 

I do not think that both the cooperative and the farmer should be 
taxed on such refunds because these funds returned to the farmer 
were never owned by the cooperative. To tax the cooperative would 
simply mean that the farmer, or real owner of the money, would be 
paying the tax twice on his income. The cooperative is merely a 
vehicle for the farmer to market his products and to purchase his 
supplies. To tax the cooperative on these funds and to also tax the 
farmer on these funds would be much the same as taxing the farmer 
on the cost of combining or hauling his wheat to the elevator. 

I believe that I, as a member and patron of a cooperative, should 
include in my income, for income tax purposes, all earnings derived 
from the business that I do with my cooperative, regardless of the 
form in which these earnings are returned to me and regardless of 
whether in cash, stock, or other form. I believe that I should include 
that earning in my income, for income tax purposes, for the year in 
which I received the refund, regardless of the form in which it was 
received. 

I think we all agree that any refund made in cash to a patron is 
taxable to the patron for the amount of cash received and is taxable 
for the year in which it was received. It seems that the only real 
question left is what should be done about taxing the refund made 
by the cooperative to the patron in the form of stock or other form 
of obligation. This question appears to arise because of court deci- 
sions and regulations of the Internal Revenue Service. 

I believe that cooperatives and their farmer members believe that 
the patrons who receive refunds in any form should pay due income 
taxes on those refunds regardless of what form those refunds were 
received in and should pay the income taxes on those refunds whether 
in cash, stock, or other form for the year in which they were received 
and at their face value, 

I believe that Congress also believed these things when it passed 
the 1951 amendment. 

In support of the statement I have made, and as evidence that 
other farmers agree with this statement I have made, I am present- 
ing with my written statement a resolution adopted by farmers. On 
December 5, 1959, Producers Grain Corp., which is a regional grain 
cooperative, held its annual meeting at Amarillo, Tex. More than 
600 farmers were present. These farmers were from more than 100 
local cooperatives. These local cooperatives have about 30,000 
patrons. At the meeting a resolution, which supports and expresses 
my thinking, was adopted. A copy of that resolution is presented 
with this statement. I would like to read that resolution to you: 
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RESOLUTION 


Whereas for many years it has been the position of cooperative associations 
throughout the United States that patrons refunds, when made pursuant to a 
preexisting obligation, are excludable from income at the corporate level, regard- 
less of whether such refunds are made in the form of cash, capital stock, or 
other media ; and 

Whereas it has also been the position of cooperative associations that patron- 
age refunds, when made pursuant to a preexisting obligation, should be taxable 
to the patron at par value for the year received, regardless of whether such 
refunds are made in the form of cash, capital stock, equity certificates, or other 
media; that such noncash patronage refunds are income to the patrons which 
are then reinvested as capital investments in the cooperatives for the benefit 
of the patrons; and 

Whereas these positions are sound, just, and consonant with the provisions of 
the Internal Revenue Code at this time: Now, therefore, be it 

Resolved, That Producers Grain Corp. recommends that the above-outlined 
tax procedures be clearly embodied in the statutes, the Internal Revenue Code 
and in the regulations of the Internal Revenue Service. 

These farmers, my neighbors, and myself, adopted this resolution 
with the full knowledge that any patronage refund we earned through 
business done with our cooperative was taxable to us at its face value 
in the year in which it was received. We were, and are, willing to 
do this because we know that we are the owners of the cooperative 
facilities to the extent that we have invested the earnings returned 
to us by our cooperative and that the stock received by us represents 
necessary building tools and facilities to market our products to the 
best advantage. 

Similar resolutions had been adopted by the members of Producers 
Grain Corp. at previous annual meetings. 

Mr. Foranp. Doesthat conclude your statement / 

Mr. Smirn. Yes, sir. 

Mr. Foranp. Are there any questions / 

Mr. Utt will inquire. 

Mr. Urr. Mr. Smith, your statement, I think, is a very fine position 
for your cooperative. I did want to ask you a question or two. 

You say that you always include these patron: uge dividends in your 
income tax for the year in which you receive the patronage certificate ? 

Mr. Smrru. That is correct. 

Mr. Urr. In the cooperative to which you belong what is the time 
of revolving? 

Mr. Smiru. I belong to several cooperatives. I would say that it 
would range from 5 to 10 years in revolving. Some of this stock which 
I have received has been revolved. That stock I paid tax on at the 
time it was accumulated and did not pay taxes on it when the actual 
money passed me. 

In other instances I have cash returns from cooperatives. 

Mr. Urr. With respect to these refunds that revolve in 5 to 10 
years, is there any market trading in those certificates? 

Mr. Smiru. Beg pardon? 

Mr. Urr. Is there any market trading in the certificates which you 
receive? Suppose you want to raise some money. You have a $1,000 
or $10,000 worth of these revolving fund certificates. Have you ever 
sold them to your neighbor or to anyone else ? 

Mr. Smrrn. I have never offered any of them for sale. 
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Mr. Urr. To your knowledge have any of those been sold on the 
market or traded in between and among members of the cooperative / 

Mr. Smrru. I have heard of sales made. 

Mr. Urr. And what do those sales consist of ? What do they bring? 

Mr. Smirx. Oh, I have heard them selling for perhaps 40 or 50 
percent of their value and in some instances I have heard of them 
selling for their full value. 

Mr. Urr. If you had taken your certificate and paid your income 
tax on it when you received it and you sold it to me for a 50 percent 
loss, would you take that 50 percent loss as a deduction in the income 
tax year in which you sold it ? 

Mr. Smiru. Yes, sir. 

Mr. Urr. Which then would lead to a situation of capital losses 
on a long-term basis in which they could take a deduction any time 
they sold the certificate and offset the gains they had paid at the time 
it was received ? 

Mr. Smirn. That is right. 

Mr. Urr. Therefore, any cooperative members dealing in these cer- 
tificates might end up selling their certificates at a loss and thereby 
avoiding any tax that they might have paid in the year in which they 
got it. The thing I want to get at is, suppose you got a $1,000 cer- 
tificate in 1960 and you paid your tax on it and the very next day 
you sold it to me at 50 or 60 or 70 percent discount. You would take 
that deduction immediately and then I would begin to pay capital 
gains as I received my dividends, and I might be at a 25-percent 
capital-gain basis and you might be at a 90-percent income-tax-re- 
duction basis. Is that possible? 

Mr. Smrru. That is possible. Of course that could work the other 
way as well. 

Mr. Urr. Secondly, I noticed in your resolution in the first “where- 
as” you used the words “Throughout the United States.” In your 
second “whereas” you dropped the “United States” and simply ap- 
parently referred to the local cooperative that wants to be taxed at 
es date of the distribution of the certificate. Is there a reason for 
that ¢ 

Mr. Smiru. We believe that most of the cooperatives of the United 
States support the same position that we do. We believe that because 
we meet with other regional organizations and we have found that 
to be true almost invariably. I will name one—the National Feder- 
ation of Grain Cooperatives. I believe you will find that those people 
feel the same way we do almost entirely. 

Mr. Urr. Is it your belief that there is more universal belief in 
your first “whereas” than in your second “whereas” where you don’t 
put in the “United States,” but apparently confine it to Texas co- 
operatives or cooperatives in your immediate district ? 

Mr. Smrrx. Will you say that again, please ? 

Mr. Urr. In your first “whereas” you say that it is the position of 
the cooperatives of the United States. In the second “whereas” 
you drop the United States, which leads me to believe that the second 
“whereas” was only considered by your own cooperatives and is not 
the position throughout the United States. 

Mr. Smirn. I can definitely say in our second “whereas” that 
that resolution was true because we had 600 members present and 
there was not any dissenting votes to the adoption of this resolution. 
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Of course, probably we did cover a little bit too much ground in 
this resolution, because it was drawn by the officers of the organiza- 
tion and those members were led to believe that the members across 
the United States thought that way about it, which they do. 

In certain instances, I personally know that they do. This was 
thoroughly explained to those 600 members present. They knew full 
well what they were going into. I myself meet with probably 30 
or 40 of these 100 local cooperatives every few months and I know 
that those people do feel that way about it. I know that a good 
portion of the patrons of these cooperatives feel like that because 
I come in contact with them personally. 

Mr. Urr. That is all, Mr. Chairman. 

Mr. Foranp. Mr. Harrison will inquire. 

Mr. Harrison. I was interested in the questions that Mr. Utt was 
asking you about taking capital loss. That could be done equally 
under the Treasury plan or under the revival of the 1951 law, 
couldn’t it ? 

Mr. Smirn. That is right. Might I elaborate a little bit on the 
way I feel about including your patronage refunds in your tax state ? 

It is simply this, as I see it: I receive a thousand dollars worth of 
paper in stock from a cooperative, which represents the earnings 
that I have, certainly something of face value. We have had those 
records audited. We know that we have actually earned that much 
money and that I have received that much value. At the time I 
receive this stock, then, everyone in the organization which puts out 
this stock has made an erroneous statement, we will say. 

if these stocks which we receive for patronage returns in forms 
other than cash are not worth the money, then the officers and the 
auditors, and these organizations are audited, have made erroneous 
statements, so we actually receive whatever value that that stock calls 
for and we receive that value at that time. Therefore, I maintain 
that that value is taxable at that time. Now, then, true enough, 
should at a later period this reduce in value, certainly I am entitled 
to take a loss in the year wherefor I can show that that loss has 
occurred. I am entitled to deduct that from my income tax for that 
year. That isn’t only true with stock that I have accumulated on the 
business which I have, but that is true on any kind of a stock or bond 
or anything else which I buy. 

If I buy a U.S. Government bond at $100 and it becomes worth $75, 
I am permitted to take my capital loss. Actually, I am paying the 
taxes on the money which is earned in the current year in which it is 
earned and I have received that money because I have received that 
much value. 

Mr. Harrison. However, let’s look at the 1951 law a minute. You 
get a piece of scrap that says it is worth $100 and you pay income 
tax on it as if it were worth $1,000. 

Mr. Smirn. I have received a thousand dollars in stock. 

Mr. Harrison. Now, then, tomorrow you offer that certificate for 
sale and you don’t get anything for it. You take the capital loss 
of $1,000, do you? 
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Mr. Siru. Yes, sir; I take a capital loss for $1,000, but again if 
I have taken this loss of $1,000 and that turns out to be good and is 
revolved a few years later, I must include that in my tax. 

Mr. Harrison. The same would be true under the Treasury pro- 
posal. Even though the certificate had a due date and bore interest, 
if it were not worth face value you could sell it and take a capital 
loss. That applies to both schemes, does it not? 

Mr. Smiru. That is right. If I do sell it at a capital loss, whoever 
buys it and makes a capital gain on it must include that as his gain. 

Mr. Harrison. Thank you. That is all. 

Mr. Foranp. Any further questions? 

Mr. Alger will inquire. 

Mr. Arcer. Mr. Smith, I think you, as well as the gentleman before 
you, are to be commended for the very straightforward way in which 
you said that you are certainly willing to be taxed at the patron level. 
I want to ask you a hypothetical question, which could be a very 
true one, however. 

Supposing in your community a group of your neighbors, if not 
yourself, joined together to set up a corporation to manufacture a 
piece of gin equipment, some of the things which perhaps you could 
do now as a co-op, for whatever reason, you set up as a corporation and 
then you made a little money. Now, under that arrangement of course 
you would be taxed as a corporation and then as you distributed the 
proceeds as dividends, would you not ? 

Mr. Smirn. That is right. 

Mr. Acer. I pose this to you only for one reason, to show you the 
trouble that some of us have when we try to compare co-ops and cor- 
porations, despite your presentation showing us that the co-op is some- 
thing of a conduit principle, what we call a ‘conduit for taxation, fun- 
neling the money directly into the taxpayer. You don’t want double 
taxation. 

Mr. Smiru. That is right. 

Mr. Arerr. And yet the corporations are taxed double. 

Mr. Smrru. Mr. Alger, here is the place that I maintain that the 
cooperative is free from taxation, and not only are cooperatives free 
from taxation under the system which we operate, but any other cor- 
poration would be free from taxation under that system. There is 
a preexisting obligation to return any overcharge or undercharge to 
the person who creates the business. 

Mr. Arcrer. I saw that in your statement and I think it is a good 
statement, but I pose this to you. I am not trying to settle a thing, 
Mr. Smith; I am just troubled as a committee member. 

Mr. Smirx. That is all right. 

Mr. Arcrr. I see you have tried to set up conditions where there 
actually is a difference, and I am going to study this some more. 

Mr. Smrirn. That is right. -There actually is a difference. It 
wouldn’t make any difference. Actually I own stocks in several ordi- 

nary corporations myself and in fact many of these corporations I 
do no business with whatsoever and I do receive dividends from those 
corporations. The only thing I receive from the cooperative is that 
business which I myself create. I have a preexisting contract with 
this cooperative that that money shall be returned to me, above ex- 
penses and maintenance of the corporation. 
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Mr. Aveer. And that is the reason, then, that would relieve the co- 
operative of double taxation, whereas the corporate entity would be 
taxed twice. 

Mr. Smirn. That. is right. 

Mr. Aucer. Thank you. 

Thank you, Mr. Chairman. 

Mr. Foranp. Any further questions 

If not, we thank you, Mr. Smith, for your appearance and the in- 
formation given the committee. 

Mr. Smiru. Thank you, gentlemen. 

Mr. Foranp. The next witness on the calendar is Mr. C. E. Cantrell. 

Mr. Cantrell, for the purpose of the record, will you give your name 
and the capacity in which you appear ¢ 


STATEMENT OF C. E. CANTRELL, PRINCETON, TEX., REPRESENTING 
BLUE RIDGE COOPERATIVE GIN, BLUE RIDGE, TEX. 


Mr. Canrrect. Mr. Chairman, my name is C. E. Cantrell. I live 
in Princeton, Tex., where I am engaged in farming and banking ac- 
tivities. I am a member of the board of directors of the Blue Ridge 
Cooperative Gin which is located in my community and for a number 
of years have ginned all of my cotton there. 

Mr. Foranp. Mr. Cantrell, you are recognized for 10 minutes, ac- 
cording to the calendar. 

Mr. Canrreti. Prior to the passage of the Revenue Act of 1951 
there was some confusion among our people concerning the taxable 
status of noncash patronage refunds. 

However, following the passage of that act a number of meetings 
were held throughout the State at which cooperative leaders explained 
the provisions of the new law. 

In this manner, and through publications we became acquainted 
with the effect of the new provisions as applied both to cooperative 
organizations and their patrons. 

During that time every talk I heard and every publication I read 
relating to the subject emphasized the fact that in any instance where 
a cooperative organization was permitted to exclude from its income 
noncash patronage refunds, the amount involved was taxed to the 
patron on the dollar amount of the refund. 

No one with whom I came in contact ever expressed the thought 
that both the cooperative and the patron should escape taxation on 
margins made by the cooperative on behalf of its patrons. 

Some years later, probably in 1954, some auditors and others indi- 
cated that it was legally permissible for patrons to take into income 
their noncash patronage refunds at fair market value instead of at 
face value. For a time this apparent departure from well-established 
understanding was not readily accepted but as the information be- 
came more and more widespread, some patrons of cooperative or- 
ganizations began to treat their patronage refunds in this manner. 

As a producer of agricultural products who prefers to process and 
market his products cooperatively, I am aware of the fact that it 
would be manifestly unfair and unjust to permit me and my neighbors 
to own and operate a processing plant for our benefit and not be 
required to pay an income tax at some level, on the amounts earned 
through its operation. 
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In view of this, I cannot subscribe to the present situation which 
enables my cooperative to exclude from income the margins made by 
it for its patrons and then permits the patron to take noncash patron- 
age refunds into income on a market value basis. 

While it is not my purpose to discuss the philosophy of cooperative 
endeavor, I would point out that my neighbors and I should have 
a perfect right to operate a cotton gin cooperatively for our mutual 
benefit and to contract with that organization to process and handle 
our products at cost. 

We should likewise have the right by contract to bind ourselves to 
reinvest in the capital of the organization whatever margins it may 
make for us and be obligated to pay back to us, based upon the 
amount of business done with or for us. Certainly if we are to main- 
tain our facilities and operate our business, we must invest in its 
capital. 

Furthermore, under such an arrangement if any margins are made 
by our cooperatives on the business done with or for us, they must 
necessarily come about by way of an overcharge, or an underpayment 
in connection with such business. 

I would respectfully call this honorable committee’s attention to 
the very excellent statement which was presented to the House Ways 
and Means Committee of the 80th Congress by the Honorable Eugene 
L. Hensel, counsel for the National Association of Cooperatives, 
Chicago, Il. 

Mr. Hensel’s statements appear on pages 2601-2657 of the published 
record of those hearings. That statement contains one of the finest 
expositions on cooperative endeavor to be found anywhere and is 
certainly worthy of this committee’s study, in its present delibera- 
tions. L 

My purpose in appearing before this committee today is to recom- 
mend that no changes be made in the present provisions of the Internal 
Revenue Code insofar as they relate to cooperative organizations but 
that remedial legislation be passed which will require patrons who 
receive noncash patronage refunds to take them into income at their 
face amount, in the tax year in which they receive evidence or notice 
of the allocation of the refund. 

Mr. Foranp. That concludes your statement ? 

Mr. CanTRELL. Yes, sir. 

Mr. Foranp. Are there any questions? ‘ 

Tf there are no questions, we thank you for the information given 
the committee. 

Mr. Cantrety. Thank you very much. 

Mr. Foranp. Our next witness is Mr. George Bohlen. 


STATEMENT OF GEORGE BOHLEN, TAYLOR, TEX. 


Mr. Foranp. Mr. Bohlen, for the purpose of the record will you 
give your name and the capacity in which you appear ? 

Did you furnish the committee with copies of your statement, 
Mr. Bohlen ? 

Mr. Bonten. Yes. I am sorry I didn’t get enough copies made 
for all of you. I didn’t know how many members were here. I 
have a few of them, which state my opinion, but since I came here I 
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have changed my opinion somewhat. I don’t know whether this is 
a tax question or whether it is something else. 

I am George Bohlen. I am a farmer from Taylor, Tex., in central 
Texas. I own a 240-acre farm, raise livestock, cotton, and grain. 

For 24 years I have been connected with several cooperatives and 
I am still a member and on the board of directors of two cooperatives. 

The one cooperative is a small one and I am told that little, small, 
cooperative of 110 members is okay. The other one is a large one. 
It operates in a large way and that is where we are wrong. The 
small one has 110 members and the other has between 3,000 and 5,000 
members, and I am chairman of the board and I am representing 
these people. 

There have been some doubts thrown in here as to whether these 
cooperatives aren’t something wished —_ the farmer by some 
“smart. aleck” who uses the cooperative for his own benefit and to 
fetter in his own necessity. 

Gentlemen, I want you, and the world, to know that the farmer 
cooperatives of this country are owned and controlled, financed and 
operated, by the farmers themselves. 

Why do we have the corporations fighting us? They are the ones 
causing it. Because too many fortunes have been built upon the 
sweat and toil of the aver age farmer, and we were very much tired 
of it, we set up our cooperatives in our own behalf and for our own 
benefit and not for the benefit of some smart fellow. 

As to the tax question here, I own $1,400 worth of certificates in 
these two cooperatives. I have always included them for income 
tax purposes and I have paid income tax, and these certificates are 
not for sale. I think highly of them. However, I can’t cash them 
in because the cooperative is financed by me and that money is needed 
in there until such time that funds become available to where I can 
be paid off. 

Now, then, we have 21 million people living on the farms of 
America and one-quarter of these people live on large commercial 
farms. I am not particularly worried about them. They are large 
enough. They have a high enough volume to have buying power, 
something which the small farmer doesn’t have, but two-thirds 
of our farm population are fighting with their backs against the wall 
for survival, and these are the people I am interested in and these I 
want to help. 

The only way to help them is the cooperative way. Gentlemen, 
when you talk about cooperatives, it is not some business concern 

right there on the forks of the road. It is people. When we estab- 
lished our regional cooperative there in a little old country town, we 
bought a little old abandoned oil mill. We didn’t have any tarred 
streets. We had no sewage and a very inadequate water system. 

Since we moved in there, there are tar all-weather streets, graveled 
back alleys, a fine sewer system, and we pay for a large part of it. 

Before I get too far out of line here, I better read you something. 
Not too long ago President Eisenhower went to visit these foreign 
nations, and I think it was a fine move and should have been done a 
long time ago to get some harmony with these people, and he opened 
the ‘agricultur al exposition in New Delhi, India. 
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I knew about that, but I didn’t know this. Yesterday morning I 
came by the mailbox and this was in there. This came from Wash- 
ington and I picked it up and brought it right back. They had in 
this agricultural exposition an exhibit of American farmer coopera- 
tives. They had interpreters there explain to the people of India 
how beneficial they were, how they could establish them, how they 
were run and financed, and in conclusion it said this: ; 

The concluding panel summarized why farmers use cooperatives and then 


emphasized the important contribution these farmer businesses make to com- 
munity development and to improving the agricultural economy of the com- 


munity and the Nation. 

They went to the people of India and told them that, but they don’t 
have guts enough to come here and tell it to their own people, because 
_ are afraid these corporations will jump on them and won’t have 
them. 

Gentlemen, if you can get that exhibit back and established here 
for all the public to see, it would do a great deal and would be a great 
help to us. I am plum disgusted with all this. It is wrong to pay 
high taxes and it is wrong not to pay high taxes. I don’t know where 
ITamat. ITamafarmer. Iam nota lawyer. 

Gentlemen, since the time of the Greek Republic it has been the 
dream of man for men to govern themselves by the laws of the people 
based on reality and not the laws of some pressure groups, not the 
monopolies, dictators, or autocrats, and since our constitutional gov- 
ernment we have here is the dream come true, I think it is our duty 
to strengthen and preserve our system of government and philosophy 
of life. 

Gentlemen, I thank you. 

Mr. Foranp. Does that conclude your statement, Mr. Bohlen? 

Mr. Bonten. Yes, sir. 

Mr. Foranp. Are there any questions? 

If there are no questions, we thank you for your appearance and 
the information given the committee. 

Mr. Bonrrn. For anybody who wants one of these statements of 
my personal opinion on this, there they are. 

Mr. Foranp. Thank you. 

The next witness is Mr. John C. White. 

Mr. White, come forward please. 

Mr. White, according to our calendar you have with you Mr. 
Williamson who will have 3 minutes of time in addition to the 20 
minutes allotted to you. For the purpose of the record, will you 
identify yourself and the gentlemen with you? 


STATEMENT OF JOHN C. WHITE, COUNCIL OF STATE CHAMBERS OF 
COMMERCE AND THE AMERICAN COTTON SHIPPERS ASSOCIA- 
TION; ACCOMPANIED BY R. W. WILLIAMSON, AMERICAN COTTON 
SHIPPERS ASSOCIATION, AND THOMAS W. MILES, COUNCIL OF 
STATE CHAMBERS OF COMMERCE 


Mr. Wurre. Mr. Chairman, my name is John ©. White. I am a 
member of a partnership of Fulbright, Crooker, Freeman, Bates, 
and White, and am appearing here for the State Council of Chambers 
of Commerce. 
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I have with me Mr. Thomas W. Miles, public relations director of 
the Council of State Chambers, and Mr. Richard W. Williamson, who 
is here specifically for the American Cotton Shippers Association. 

My appearance here is on behalf of the Council of State Chambers 
of Commerce, of whose Federal tax committee I have been a mem- 
ber for a number of years. The member State chambers of the coun- 
cil which concur in this statement are listed at the end of the state- 
ment. 

I have been counsel for the American Cotton Shippers Association, 
and its affiliated organizations, the Arkansas, Atlantic, Oklahoma, 
Southern, Texas and Western Associations, since 1930, and I have 
been asked to emphasize also their great concern over this problem 
and their concurrence in this statement. 

Because of the nature of this hearing, perhaps I should say, too, 
that I have been engaged in Federal tax practice since 1927. In that 
year I attended my first hearing before this committee, which was 
then facing the happy task of reducing taxes—lI believe it reduced 
the taxes from 1314 percent to 12 percent on corporations—and sim- 
plifying the income tax statues in a bill which became the Revenue 
Act of 1928. 

The position of the Council of State Chambers of Commerce that 
Congress should end the exemption from Federal income taxation of 
organizations engaging in business has been consistently stated as 
follows: 


All organizations engaging in business in competition with private enterprises 
should be taxed similarly with such enterprises. The exemption from Federal 
taxation of Government-financed enterprises, cooperatives, and other so-called 
nonprofit organizations that engage in various production, commercial, financial, 
and other business activities in competition with private concerns is not only 
unfair but also, in this era of high Federal taxation, places heavy handicaps on 
the private enterprise system. Moreover, it denies to the Government additional 
sources of revenue. 

We believe that consumers are entitled to purchase from the sources that most 
efficiently fill their needs at the lowest prices. But consumers cannot obtain 
the benefits of free and fair competition among the different types of business 
of the Government, instead of acting as a referee to make sure that the rules 
of fair competition are observed, exempts some of the competitiors from taxation 
or extends special favors to them and compels other competitiors to operate at 
a heavy tax disadvantage. 

We are not opposed to true cooperation by farmers, consumers, or other groups, 
but we do oppose the resort to tax-exempt forms of business organization and 
the enjoyment by such groups of special tax advantages for the purpose of avoid- 
ing the taxes that must be paid by competing private enterprise. The tax pref- 
erentials given to certain types of business must be recognized as a subsidy to 
the undertakings benefiting from them. If it is our purpose to drive private 
enterprises out of existence, no surer way can be found than by taxing them 
heavily while relieving their competitors from similar responsibilities. 


The council asks only that all organizations engaging in business 
be taxed similarly. Similarity of taxation, like removal of discrimina- 
tion in railroad rates, can be obtained in two ways. Tax rates imposed 
on private enterprises can be reduced or similar taxes can be imposed 
on competitive business cooperatives. 

The council believes the existing level of corporate and individual 
income taxation is dangerously high and should be reduced; but, as 
necessary as we believe some tax reduction to be, nothing in the pros- 
pective budget situation encourages us to expect any reduction suff- 
cient to modify the existing discrimination involved in this hearing. 
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Imposition of similar taxes upon competitive organizations en- 
gaged in business is the other available route. 

I would like to say that surely no tax which Congress has imposed 
and collected from private business organizations is rendered punitive 
in nature merely by its extension to their competitors. We should 
expect this committee and the Congress to be scrupulously careful 
to avoid the imposition of any burden upon cooperative business organ- 
izations not borne by their competitors. 

The basic income-escape loophole is not one which as a purely legal 
matter is available to cooperative corporations only, nor is it one which 
Congress has ever expressly enacted. The allowance as a deduction 
from income of portions thereof which the cooperative taxpayer bound 
itself in advance to pay out to its customers or its clients got into exist- 
ing law through the back door of Treasury rulings and administra- 
tive and accounting decisions, legalized by congressional inaction. 

This loophole did not afford a legal, or perhaps I should say legally 

safe, method of total tax avoidance, however, until 1951 when C ongress 
expressly approved the deduction by cooperatives of book and paper 
allocations lacking ascertainable market value. 

As a factual, economic, or business matter this administratively 
built, basic loophole has been attractive only to organizations whose 
owners and customers are the same. 

In the past Congress has closed other loopholes resulting from par- 
ticular relationships. Section 267 of the 1954 Code relating to losses, 
expenses, and interest with respect to transactions between related 
taxpayers is illustrative. 

Our position here is, however, that to avoid any appearance of dis- 
crimination against cooperatives, Congress should make its inten- 
tion clear that, regardless of the type of enterprise, the amount con- 
tractually due by any person to patrons, from net income or net 
margins earned by any person on business done with or for the 
patrons, is and remains a part of gross income. 

In terms of revenue, ease of collection and equalization at the oper- 
ating level, application of the corporate tax to net margins, with 
no deduction for patronage payments, would be the most effective 
step Congress could take. 

Congress has the same authority to tax the gross income of 
cooperative corporation or association as it has that of any other 
corporation. The gross income of a cooperative is in the same form 
oad areal from performance of the same functions as in the case 
of competitive organizations. 

In the case of cotton, for instance, the cotton marketing cooperative 
has gross sales to mills and other customers; the cooperative cotton 
gin has service charges, sales of bagging and of seed like any com- 
mercial gin; the cooperative cotton warehouse has storage charges 
and sales of “loose”; and the cottonseed oil mill has sales of crude 
cottonseed oil, of meal, and of hulls. 

The legal relationship of cooperative organizations to the cotton 
being marketed, ginned, or stored, and the cottonseed being crushed 
is the same as that of the competing private organizations. These 
gross receipts figures are the measure of the constitutional authority 
of Congress to tax. 
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Whatever is charged against this income in the way of deductions 
or exclusions depends upon legislative grace, not constitutional neces- 
sity. To those who question the power of Congress to tax a coopera- 
tive corporation or any other corporation upon its net margin, the 1951 
brief of the staffs of the Treasury and joint committee should be 
sufficiently convincing. 

The issue of unconstitutionality is a straw one, and not one upon 
which the cooperatives will stake their position. In my opinion their 
lack of real confidence in the unconstitutionality of imposition of 
a tax on net margins is fully justified. 

If Congress is determined that one, and only one, tax should be 
imposed upon the cooperative income it can provide that the recipient 
of patronage dividends, upon inclusion in his income of the dividend 
and associated tax, shall have a tax credit for the tax paid by the 
cooperative. Such a credit would reduce the resulting revenue and 
add complications of tax credits and refunds. Such action represents 
a complete dividend tax credit, of course, while ordinary corporate 
dividends remain subject to an onerous amount of double taxation. 

Descending the scale of equalization and revenue production is the 
proposal that the ¢ ooperative be allowed to deduct from gross income 
the amounts pi aid out unconditionally in cash as ps itronage dividends. 
The cooperative would be subject to tax on its retained earnings, while 
the recipients of the cash distributions would have to include ‘the cash 
received in their gross income. 

I specify unconditionally, because if strings are attached or if the 
recipient has no real option to retain the cash, the legal situation will 
be quite different. 

It is not enough to put the cash on the barrelhead. 

While closing the Neola loophole, that is, this exclusion from gross 
income of a portion of gross income, the Treasury presently adds the 
additional complication 1 of allowing a deduction ‘of 3-year, 4-percent 
obligations. By making the rec ipient taxable only on the cash finally 
received, it avoids the difficulty of taxing a patron on rec eipt of paper 
of questionable market value, but it postpones for 3 years collection 
of even a single tax and for that period leaves to the cooperative the 
full use of such untaxed earnings, at a moderate interest cost. 

Finally there is the rather callous and questionable proposal of tax- 
ing the patron or member upon his distributive share of the coopera- 
tive corporation’s income regardless of whether it is distributed. I 
say “callous” because it is advanced by organizations who want to keep 
the money but ask Congress to impose “the tax upon someone who 
receives nothing with which to pay it. 

I say “questionable” because every tax tribunal which encounters 
such a case will do its best to avoid imposing the tax upon someone 
who has received nothing he can himself utilize. 

I cannot say plainly invalid because if C ongress makes its intention 
crystal clear in the language it uses that the distributive share is to 
be included in the income of the rec ipient, the courts which have sus- 
tained inclusion of the income of foreign personal holding companies 
in the income of their stockholders, and the taxation of partnership 
income either to the nonexistent entity or the individual partners, will 
find it difficult, in my opinion, to invalidate positive congressional 
action. 
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Of course, in the instances I have cited there is an element of actual 
control by the taxpayer and practical access to the profits which is 
lacking in the case of the cooperative patron. 

Perhaps I should also say that there is also a certain element of 
deliberate tax evasion or avoidance involved in the cases in which 
the courts have permitted the taxation to someone else of the income 
of the corporation, and I do not think that that tax avoidance can be 
attributed as a general matter to individual members of cooperative 
associations. We are warned by at least one court of appeals that it 
would regard the question of constitutionality as a serious one. 

The informal draft of such a bill drafted last July not only fails 
to assure consent by the patron which the courts will be inclined to 
construe as effective and binding but it continues to insulate the 
cooperative corporation against any responsibility for payment of 
even a single tax. 

While we do not approve this tax-the-patron approach, yet if this 
committee is seriously determined to impose only a single tax on 
cooperative income and to follow such a route, it should at least re- 
quire actual acknowledgment under signature by patrons that paper 
allocations must be included in income, rather than rely upon small 
print bylaws and mere constructive notice. 

Congress should further provide that if any allocation is not sub- 
ject to tax in the hands of the patron because of the form of the 
obligation or credit issued, because of the conditions attached to its 
distribution, or because of the failure of the organization to obtain 
the effective and binding consent of the patron to the inclusion of the 
face amount of the distribution in gross income, no deduction or ex- 
clusion of such allocation may be taken by the cooperative organiza- 
tion. Under this tax-the-patron approach and without such pro- 
visions the problem will likely be back on your doorstep after another 
round of court decisions and after another 10 years of full tax exemp- 
tion and discrimination. 

I have here a comment on Mr. Rumble’s draft of a bill submitted 
Monday. These same points are applicable to the draft of a bill sub- 
mitted by Mr. Rumble for the grain cooperatives. It contains no 
provision intended to make it clear that the amount of patronage 
obligations is a part of the cooperative corporation’s income, but it 
makes it very plain that all allocations are excluded. 

It does specify that noncash patronage allocations shall be included 
in the patrons’ income, but it relies upon hidden bylaws to bind mem- 
bers and purely constructive notice to patrons, and assures even 
greater insulation of the cooperative entity from any possibility it 
would have to pay a tax on the income it retains or make distributions 
in any form that requires that it patrons do so. 

If Congress is determined to collect the tax from some person other 
than the earning entity, it needs effective, knowledgeable consent. 
The Rumble draft contains no provision for consent. by the patron 
to pay the tax, but only his agreement that the obligation of the 
cooperative to him is satisfied. 

_A purely theoretical receipt and mandatory reinvestment obliga- 
tion, with no actual option to keep the cash will not improve the 
Treasury’s present legal position. The courts tend to look at sub- 
stance in tax matters, and after this theoretical sleight-of-hand the 
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cooperative earning entity still has the money, and the patron only 
a future and indeterminate claim of no fair market value. 

Our position is that Congress should end the exemption of organiza- 
tions engaging in business. We suggest that at this time it should go 
as far in that direction as the Treasury proposal, modified to permit 
the deduction only of amounts distributed unconditionally in cash 
to patrons. 

The next sheet lists the individual State chambers of commerce 
which have specifically endorsed this statement, Mr. Chairman, and 
that concludes my statement. 

(The information referred to follows :) 


The member State and regional chambers of commerce in the Council of State 
Chambers of Commerce which have endorsed my statement are: 
Arkansas State Chamber of Commerce 
Colorado State Chamber of Commerce 
Connecticut Chamber of Commerce 
Delaware State Chamber of Commerce 
Georgia State Chamber of Commerce 
Indiana State Chamber of Commerce 
Kansas State Chamber of Commerce 
Kentucky Chamber of Commerce 
Missouri State Chamber of Commerce 
Montana Chamber of Commerce 

New Jersey State Chamber of Commerce 
Ohio Chamber of Commerce 
State of Oklahoma Chamber of Commerce 
Pennsylvania State Chamber of Commerce 
Greater South Dakota Association 
East Texas Chamber of Commerce 
South Texas Chamber of Commerce 
West Texas Chamber of Commerce 
Lower Rio Grande Valley Chamber of Commerce (Texas) 
West Virginia Chamber of Commerce 
Wisconsin State Chamber of Commerce 


The Salt Lake City, Utah, Chamber of Commerce has endorsed this state- 
ment. 


Mr. Foranp. Mr. Williamson, do you wish to make your statement 
and then if the members have any questions they can address thei to 
either one of you two gentlemen. 

You are recognized for 3 minutes. 


STATEMENT OF RICHARD W. WILLIAMSON, AMERICAN COTTON 
SHIPPERS ASSOCIATION 


Mr. Wiii1amson. My name is Richard W. Williamson. I live at 
Dallas, Tex., and have been actively engaged in the cotton business for 
39 years, and I am a vice president of R. L. Dixon & Bro., Inc., Dallas, 
Tex. 

I am here on behalf of the American Cotton Shippers Association 
and its affiliated organizations. We wish to give our qualified sup- 
port to the proposal for taxing the retained earnings of cooperatives 
at corporation rates. 

We do not deny the right of any group of taxpaying citizens the 
privilege of organizing and doing business for their own benefit, 
and we are not nor have we ever been afraid of fair competition. 
However, there is no conceivable reason why cooperatives should en- 
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joy any special privileges in competition with taxpaying concerns in 
the same line of endeavor. 

These cotton cooperatives have at their disposal funds of the United 
States Treasury to use as capital, against which they pledge loan 
cotton as collateral. Acting as the farmer’s agent, the cooperative 
can merchandize any portion of the cotton which he selects from his 

“pool” by repaying the Government loan plus 34% percent interest. 
This is about 214 percent below commercial rates today. This selec- 
tion privilege and the manner in which they exercise it, is in itself one 
of the important causes of the overvalued cotton inventories owned 
by the Commodity Credit Corporation. 

Any firm with tax free operation naturally becomes a fearsome 
competitor and detracts from the earning capacity of the taxpaying 
organizations which provide the money for our national defense and 
domestic maintenance. 

We cannot imagine that it is the intention of Congress to eliminate 
taxpaying business concerns and encourage tax free cooperatives. If 
this discriminatory situation is allowed to continue, it is only a matter 
of time before taxpaying cotton merchants will be forced by our own 
tax laws to close shop. 

Our position is very well outlined in a statement by a former Assist- 
ant to the Secretary of the Treasury, Mr. Dan Throop Smith. I quote: 

The present tax treatment of cooperatives gives them an altogether unjustified 
advantage over their fully taxable competitors. Cooperatives are no longer 
small organizations for joint action by a group of neighbors. They are large 
business concerns forcing taxpaying companies out of business in many lines of 
industry because of their ability to retain all earnings tax free indefinitely. 

We respectfully suggest that this committee should without delay 
find ways and means of requiring cooperatives to pay their fair and 
equal share of our national tax burden. 

Mr. Foranp. Does that conclude your statement? 

Mr. Wituiamson. Yes, sir. 

Mr. Foranp. Are there any questions ? 

Mr. Mason. Yes, Mr. Chairman. 

Mr. Foranp. Mr. Mason. 

Mr. Mason. I haven’t any questions, but I do want to compliment 
you on the persuasive necessity of your argument in favor of equal 
taxation for all business competitors. I think you have made a very 
convincing and logical argument for that position. 

Mr. Wuire. Thank you, sir. 

Mr. Wittramson. T hank you. 

Mr. Mason. That is all. 

Mr. Foranp. Mr. Harrison will inquire. 

Mr. Harrison. Mr. White, you speak on behalf of the chambers of 
commerce. 

Mr. Wurre. Yes. 

Mr. Harrison. Do I understand that the chambers of commerce do 
endorse the Treasury presently? Is that right? 

Mr. Wuire. We certainly support the “Treasury proposal. We 
think, however, that it should be modified to make it possible to deduct 
only amounts distributed in cash rather than these 3-year, 4 percent 
interest certificates which themselves may or may not have a 
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Mr. Harrison. That would not be the Treasury proposal, then, 
would it ¢ 

Mr. Wurre. No. 

Mr. Harrison. That would be quite a drastic change from what the 
Treasury proposes, would it not ¢ 

Mr. Mason. Would the gentleman yield there? 

Mr. Harrison. Yes, sir. 

Mr. Mason. I would say it is agreeing to the sensible part of the 
Treasury proposal and not agreeing to the other. 

Mr. Wnurire. I can only adopt Mr. Mason’s statement with 
enthusiasm. 

Mr. Harrison. Mr. White, our technical experts have told me that 
under the Treasury proposal we could have a situation develop such 
as I will outline to you. Suppose that the three newspapers in the 
city of Washington decided that they would go together on a joint 
printing oper ration and they organized a cooperative for that purpose, 
and each of the three paid to the cooperative for printing at the going 
rate. Now, at the end of the year the printing cooperative has a 
profit, a margin. Under the Treasury proposal the printing coop- 
erative could alloc ‘ate its profits to its three newspaper members, pay- 
ing 4 percent, 3-year paper, and then the cooperative would pay no 
taxes and the corporations would pay no taxes, but would have their 
income taxes deferred for 3 years. If it is open to that sort of de- 
velopment what would you have to say about it? 

Mr. Wuire. I think that that situation may very well exist under 
present law. 

Mr. Harrison. Under the present form ? 

Mr. Wurrr. They have the same opportunity or even better. The 
important part of Treasury proposal is that it adds to the existing 
law the very definite intention of Congress that there shall be in- 
cluded in gross income the amount of obligation to pay out of profits. 
At the present time there is nothing indicating congressional inten- 
tion that this must be included in gross income, and the history built 

up has resulted in its exclusion from gross income. 

Mr. Harrison. However, if we put that law into effect it would 
give the statute clear authorization and basis, would it, or would it 
not, for such an arrangement ? 

Mr. Wurre. I think it would tend to confirm the existing law, and 
when Congress states something it is more definite, more explicit, than 
if it is built upon purely administrative history. 

Mr. Harrison. Suppose the cigarette companies in the country, for 
example, the American Tobacco Co., Liggett & Myers, and R. J. 
Reynolds, agreed to form a cooperative for ‘the producing of cigarettes. 
Our staff has said that they could do that under the Treasury’s pro- 
posal and be excused from any income taxes for 3 years. 

Mr. Wurre. Of course I think that the question does not take into 
account the antitrust laws and a few others that might be involved. 

Mr. Harrison. The antitrust laws would deal with a combination 
to fix prices or in restraint of trade. 

Mr. Wuire. Any joint activity would likely get them into trouble, 
but apart from that, I think that again it would be congressional 
confirmation of an existing situation which would certainly, as I 
stated about the 1951 act, give it a greater certainty. 

Mr. Harrison. Such is not spelled out in existing law, is it? 
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Mr. Wurrr. No, just as prior to 1951 this right to deduct paper 
without market value was not spelled out. 

Mr. Harrison. Thank you, sir. 

Mr. Foranp. Any questions on this side? 

Mr. Aucer. Mr. Chairman. 

Mr. Foranp. Mr. Alger will inquire. 

Mr. Acer. Mr. White, I intend to study your statement. You 
have mentioned several tax alternatives starting on page 4, but I am 
going to pass over that in the interest of time. There are others to 
come. Mr. Williamson, I am not sure that I get the full import of 
your statement because you make a rather amazing statement here, 
that I would like a little more light on. 

In your third paragraph you mention the cooperatives have at their 
disposal funds of the Treasury to use as capital against which they 
pledge loan cotton as collateral, and you say that the cooperative 
can merchandise this cotton when they pay the 314 percent, which is 
214 percent below the commercial] rates. 

So we are into something else. I want you to clarify it for me if 
Iam wrong. 

Beyond the tax inequity that you see, you are now saying further- 
more these co-ops representing the farmers dealing with the co-op 
members can actually use Treasury refunds and therefore there is 
further advantage to the cooperatives. 

Do I understand ? 

Mr. Witttamson. Yes. The manner in which they use these funds 
is rather complicated. I would be glad to describe it, but it might 
take a little time. 

Mr. Aucer. Probably at this time we should not go into it except 
just to focus the attention on it. It gives me a new thought. 

Mr. Wixiramson. It has been in existence as long as there has been 
a U.S. loan for cotton. This interest matter has been available to the 
co-ops. 

Mr. Areer. Understand, I have had some experience in this because 
of Dallas’ interest in cotton, but these hearings have not taken into 
consideration the rather powerful statement you have made about the 
use of the Treasury funds by co-ops in the way that corporations 
cannot, if I understand this correctly. 

Mr. Wiiu14mson. They have access to cotton of their members 
which is not available to other peopple. 

Mr. Atcer. Then, again, as a formal point, it is possible that cooper- 
atives could express favoritism toward their members as compared 
with purchasers outside the membership of the co-op. 

Mr. Wituiamson. Naturally that is one of the incentives to become 
a cotton co-op operation, you take advantage of all these idiosyncra- 
sies which are available to you. 

Mr. Atrcer. I wouldn’t take the time to explore it now, but I simply 
would like to focus a little attention on this so that at an appropri- 
ate time in the future we could look into it further, because I have 
been rather surprised with the brief contacts I have had. 

Mr. Wituiamson. I would be glad to explain that to you any time. 

Mr. Aueer. Thank you. 

Thank you, Mr. Chairman. 

Mr. Foranp. Any further questions? 
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If not, we thank you, gentlemen, for your appearance and the in- 
formation given the committee. 

Mr. Wuirr. We thank you and the committee. 

Mr. Foranp. The next witness on the calendar is Mr. John V. 
Newman. For the purpose of the record, will you identify yourself 


STATEMENT OF JOHN V. NEWMAN, AGRICULTURE COUNCIL OF 
CALIFORNIA 


Mr. Newman. My name is John V. Newman. I live at route 1, 
Ventura, Calif., and I am a farmer. 

Mr. Foranp. Mr. Newm: in, you are recognized for 30 minutes. 

Mr. Newman. Mr. Chairman, you have been generous with your 
time. I submitted to you a br ief statement which I would like to read 
and unless you have a lot of questions I believe we can get by with a 
little less than 30 minutes. 

Mr. Chairman, and gentlemen of the committee, I live and farm in 
Ventura, Calif. The principal crops I raise are lemons, oranges, lima 
beans, and a few cattle. 

I have always believed that to be successful in farming you must 
retain as much control as possible of the crops you raise. Therefore, 
I am and always have been active in farmer-owned-and-operated co- 
operatives. I am a member of many farmer cooperatives and cur- 
rently I am actively marketing my products through the Somis 
Lemon Association, Seaboard Lemon Association, Sunkist Growers, 
Inc., and the California Lima Bean Growers Association. 

I am appearing before your committee today in two capacities. 
One, representing myself as an individual farmer; and two, repre- 
senting the Agricultural Council of California, an organization of 67 
farmer-owned-and- operated cooperative commodity organizations. 

I welcome this opportunity to appear before the House W ays and 
Means Committee to discuss a problem of great concern to farmers 
belonging to cooperatives. The problem to which I refer is the question 
of the manner in which a farmer must treat, for income tax purposes, 
the revolving fund credits or other types of noncash patronage allo- 
cations that he receives from his cooperative. 

This committee has heard and will, during these hearings, listen to 
a great deal of testimony concerning the legal justification and eco- 
nomic necessity of Congress establishing once e and for all that noncash 
patronage allocations, margins, or savings arising from a farmer co- 
operative’s operations are income to the farmer patrons and not to the 
cooperative. 

I want to assure you that California farmer cooperatives support the 
position taken by the National Council of Farmer C ooperatives and 
other organizations which hold that so long as a cooperative has 
legally enfore ‘ible contractual obligations to return to members on a 
patronage basis all noncash patronage allocations, margins, or savings 
arising from the cooperative operations, those moneys are not taxable 
income to the cooperative and hence are excludable by it. Once such 
amounts are allocated to the patrons they constitute taxable income 
to the patrons and such liability cannot be shifted to the cooperative. 

The problem that vitally concerns farmers in California is the ques- 
tion of when these allocations to the patron are taxable. Millions of 
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farmers throughout our country market their products or purchase 
their farm supplies through the farmer cooperatives owned and op- 
erated by them. 

To the farmer, his cooperative is an off-the-farm extension of his 
farming operations. By working together with his neighbors, he ex- 
pects to save costs of operation, Thee increasing his net income. He 
considers the saving from his cooperative as a part of his income and 
he expects to pay tax on that income. 

At this time I should like to point out that farmer cooperatives in 
California are a major factor in the marketing of our more than 200 
different commercial crops. Over 93,000 farm families belong to 1 
or more of the farmer cooperatives making up the membership of the 
Agricultural Council of California. Approximately one-third of the 
State’s annual gross value of farm products is marketed through 
farmer cooperatives which, incidentally, have done a nationally recog- 
nized outstanding job for the farmer. 

I might add, gentlemen, that for the last several years the annual 
gross income from farming in California has been approximately $3 
million, so with regard to this figure that we are talking about, the 
farmer cooperatives in California totaled approximately $1 million. 

Bearing in mind the wish of the committee, expressed by Mr. Irwin 
in the meeting notice, to keep the testimony brief and of a construc- 
tive rather than a philosophical nature, I shall now discuss with you 
the practical problem facing the farmer-member of a farmers’ coop- 
erative in regard to when he pays tax on noncash allocations. 

Genera'ly speaking, farmers keep books on a cash rather than an 
accrual basis. That is, when they receive cash they consider it income 
and pay the necessary taxes. Cash reporting farmers have treated 
noncash allocations from their farmer cooperatives in this same 
manner. 

The current problem of when the tax on noncash allocations from 
his cooperative is payable by the farmer arises because of the confu- 
sion which has existed for several years due to an Internal Revenue 
Service ruling without, to my best knowledge, any legislative 
instruction. 

This ruling attempted to change the basic method of procedure by 
requiring the farmer to pay tax on a noncash patronage allocation 
in the year in which it was allocated rather than when such allocation 
was translated into cash. 

The demand by the Internal Revenue Service that the farmer con- 
sider as income those allocations in the year in which they are allo- 
cated has been tested several times in court and in each instance the 
court has refused to concur with the Internal Revenue Service and has 
instead ruled in favor of the farmer. 

I shall not go into detail on these court cases for I am not an attor- 
ney. Undoubtedly they will be discussed in the testimony of other 
organizations, and in any event, I am sure that the committee is fa- 
miliar with them. 

In the face of an ever-increasing number of adverse court decisions, 
the Internal Revenue Service has issued rulings which have not clari- 
fied, but instead have further confused, the problem so far as the 
farmer is concerned. 
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I have always believed that one should profit from the experiences 
of another and if I may, I should like to suggest for your considera- 
tion a means whereby the millions of American farmers who — and 
operate farmer cooperatives can be materially assisted. I should 
like to tell you briefly of how a parallel to this national tax problem 
was solved by the farmers of the State of California. 

During the 1957 session of the California Legislature, working 
through the Agricultural Council of California, we were successful 
in securing passage of what was known as assembly bill 81. It is 
now chapter 788, statutes of 1957. Very briefly, this amended the 
California Sitios and Taxation Code to say that the farmer patron 
of a farmers’ cooperative has the option of reporting as income for 
State income tax purposes, noncash patronage allocations from 
farmers’ cooperatives in the year in which they are allocated or in 
the year in which the cash is received, so long as he is consistent in 
the method chosen. 

Following the passage of this legislation which, incidentally, passed 
the assembly and the senate of the State of California without a dis- 
senting vote, our State franchise tax board issued a legal memo- 
randum regarding the handling of existing cases which were before 
it concerning the payment of tax on noncash patronage allocations. 
This memorandum in effect instructed the staff to operate as if the 
newly passed 1957 law had been in operation at all times. 

There are reasons why the passage of this State law is any asee 
and pertinent to your hearings here in Washington, D.C. California 
is the No. 1 agricultural State in the Nation, and also leads the 
Nation in the dollar volume of marketing that farmers do through 
cooperatives in their off-farm operations. California has had a long 
tradition of close conformity to Federal treatment on tax matters. 
On this question of when patronage allocations from farmer coop- 
eratives should be taxed, our California codes and our California 
Legislature were silent, as is our Federal code and the Congress of 
the United States. 

The California Franchise Tax Board in good faith was attempt- 
ing to solve the problem by regulation, much as the Internal Revenue 
Service has done. But it, too, faced an almost impossible task. 

The franchise tax board, in any event, proceeded on the theory that 
allocations should be included by the patron in the year allocated. 
They were rapidly facing an administrative absurdity. No admin- 
istrator can continue to follow rulings and directives in the face of 
repeated reversals by the courts. 

Each new assessment of tax on noncash patronage allocations 
invited the possibility of additional legal action against the board. 
The franchise tax board was earnestly looking for a solution to the 
dilemma which it faced—a parallel position to the one in which 
Congress currently finds itself. 

The California Franchise Tax Board determined that by giving 
the option to the farmer of electing when the tax should be paid on 
noneash patronage allocations there would be no loss of revenue to 
the State, but at the most a postponement of receipt of revenue. 

In addition, it would assist the farmer and avoid confusion in 
bookkeeping practices by permitting him to continue his normal 
method of reporting. 
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In California we have been operating under this law for the past 
3 years, and by all reports it has been a most satisfactory arrange- 
ment. for both the farmers and the State. For the record and the 
study of your committee, I am attaching a copy of assembly bill 81, 
as signed by the Governor, and the legal memorandum issued by the 
franchise tax board. 

Here at the Federal level, once you have established the taxability 
to the farmer member of noncash allocations from his cooperative, 
I trust that you will give careful consideration to legislation which 
will give the farmers of our country the right to elect when, so long 
as they are consistent, the tax will be paid on noncash allocations. 

I feel that an elective option is essential to avoid the doubling up 
of taxable income in any 1 year, which would penalize the individual 
farmer. 

In addition, the elective option would assist in the establishment of 
new farmer cooperatives as well as in the maintenance of existing 
farmer cooperatives. As experience is proving in California, no tax 
is lost and the farmer, who is currently hard pressed in the cost-price 
squeeze for his products, is being assisted. 

In addition, headaches are being avoided by permitting the farmer 
to maintain consistency in his bookkeeping practices. 

Speaking for the Agricultural Council of California, and also as 
a farmer, I firmly believe that the cooperative form of business is 
essential as a tool to help stabilize markets for all farmers and as a 
vehicle of the individual farmer to improve his relatively low net 
income. I urge your committee to follow the tradition which has 
consistently been upheld by both political parties of encouraging the 
formation and use of self-help farmer cooperatives. I trust that you 
will also work to help the farmers personally who own and operate 
these cooperative associations. 

In conclusion, I believe that the enactment of a proposal at the 
Federal level similar to the California law would clarify for millions 
of American farmers their position as to when they shoud report the 
noncash patronage allocations from their own cooperatives, thus en- 
couraging farmers to work together to help themselves obtain better 
bargaining positions through their marketing cooperatives. 

The farmer who traditionally has been reporting his income on a 
cash basis would not be penalized by having to double up and pay 
taxes on past as well as current allocations and Congress would not 
be faced with the prospect of writing complicated laws to avoid the 
doubling up penalty. 

The elective option is an equitable national solution which would 
not lose tax revenue but would instead, I believe, save money for the 
Internal Revenue Service, the courts, and the farmers by removing 
the confusion which currently exists. 

On behalf of the agricultural council and myself, I wish to thank 
you very much for making your valuable time available for these 
important hearings, and for listening to the way in which our paral- 
le] problem was locally solved by the farmers of California. 

Mr. Foranp. Does that conclude your statement ? 

Mr. NewMan. Yes, sir. 

Mr. Foranp. Without objection the paper you have appended here 
will be made part of the record. 
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(The document referred to follows:) 


ASSEMBLY BILL No. 81 
CHAPTER 788 


AN ACT To add sections 17117.5 and 24273.5 to the Revenue and Taxation Code, relating 
to the personal income and bank and corporation taxes 


(Approved by Governor June 5, 1957. Filed with Secretary of State June 6, 
1957 ) 


The people of the State of California do enact as follows: 


SecTION 1. Section 17117.5 is added to the Revenue and Taxation Code, to 
read : 

17117.5. (a) Noncash patronage allocations from farmers’ cooperative and 
mutual associations (whether paid in capital stock, revolving fund certificates, 
retain certificates, certificates of indebtedness, letters of advice or in some other 
manner that discloses the dollar amount of such noncash patronage allocations) 
may, at the election of the taxpayer, be considered as income and included in 
gross income for the taxable year in which received. 

(b) If a taxpayer exercises the election provided for in subdivision (a), the 
amount included in gross income shall be the face amount of such allocations. 

(c) If a taxpayer elects to exclude noncash patronage allocations from gross 
income for the taxable year in which received, such allocations shall be included 
in gross income in the year that they are redeemed or realized upon. 

(d) If a taxpayer exercises the election provided for in subdivision (c), the 
face amount of such noncash patronage allocations shall be disclosed in the re- 
turn made for the taxable year in which such noncash patronage allocations were 
received. 

(e) If a taxpayer exercises the election provided for in subdivision (a) or 
(c) for any taxable year, then the method of computing income so adopted 
shall be adhered to with respect to all subsequent taxable years unless with the 
approval of the Franchise Tax Board a change to a different method is auth- 
orized. 

(f) If a taxpayer has made the election provided for in subdivision (c), then 
(1) the statutory period for the assessment of a deficiency for any taxable year 
in which the amount of any noncash patronage allocations are realized shall 
not expire prior to the expiration of four years from the date the Franchise Tax 
Board is notified by the taxpayer (in such manner as the Franchise Tax Board 
may by regulation prescribe) of the realization of gain on such allocations; and 
(2) such deficiency may be assessed prior to the expiration of such four-year 
period, notwithstanding the provisions of Section 18586 or the provisions of any 
other law or rule of law which would otherwise prevent such assessment. 

Secrron 2. Section 24273.5 is added to said code, to read: 

24273.5. (a) Noneash patronage allocations from farmers’ cooperative and mu- 
tual associations (whether paid in capital stock, revolving fund certificates, 
retain certificates, certificates of indebtedness, letters of advice or in some other 
manner that discloses the dollar amount of such noncash patronage allocations) 
may, at the election of the taxpayer, be considered as income and included in 
gross income for the income year in which received. 

(b) If the taxpayer exercises the election provided for in subdivision (a), the 
amount included in gross income shall be the face amount of such allocations. 

(c) If a taxpayer elects to exclude noncash patronage allocations from gross 
income for the income year in which received, such allocations shall be included 
in gross ineome in the year that they are redeemed or realized upon. 

(da) If a taxpayer exercises the election provided for in subdivision (c), the 
face amount of such noncash patronage allocations shall be disclosed in the 
return made for the income year in which such noncash patronage allocations 
were received. 

(e) If a taxpaper exercises the election provided for in subdivision (a) or 
(e) for any income year, then the method of computing income so adopted shall 
be adhered to with respect to all subsequent income years unless with the ap- 
proval of the Franchise Tax Board a change to a different method is authorized. 

(f) If a taxpayer has made the election provided for in subdivision (c), then 
(1) the statutory period for the assessment of a dificiency for any income year 
in which the amount of any noncash patronage allocations are realized shall not 
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expire prior to the expiration of four years from the date the Franchise Tax 
Board is notified by the taxpayer (in such manner as the Franchise Tax Board 
may by regulation prescribe) of the realization of gain on such allocations; 
and (2) such deficiency may be assessed prior to the expiration of such four-year 
period, notwithstanding the provisions of Section 25663 or the provisions of 
any other law or rule of law which would otherwise prevent such assessment. 

Mr. Foranp. Are there any questions? Mr. Utt is recognized. 

Mr. Urr. I would like to welcome Mr. Newman before our commit- 
tee. I have known him since he was a very small boy and his father 
before him and he is what you might call in California, Mr. Agricul- 
ture. He may be in a rather anomalous position because he is also 
a director of the Southern California Edison Co., which is private 
enterprise in California, and might not subscribe to tax-free coopera- 
tives, but I do want to ask Mr. Newman a question or two. 

In your proposal, as well as in the State law, there is no termina- 
tion date from which a fixed liability would be attached. Would 
it be your recommendation or opinion that a termination date should 
be set for the payment of the tax liability ? 

Mr. Newman. Mr. Utt, let me answer it in this way: In California 
that has not been a problem due to the fact that practically all of our 
cooperatives are on a quite close, reasonable tax revolving basis: 
Poultry producers, for example, on about 3 years; others 314 years, 
some 4; several that I belong to run 6 and 8. I don’t know exactly 
what the average in California would be, but I would say that it is 
somewhat less than the national average, but with the problems that 
have been created in this whole thing nationally, I would say, yes, 
there should be a time limit placed. 

There has been testimony presented here that 9 years is apparently 
about the national average and I would think that there should be 
a taxable consequence applied after a reasonable period of time. 

Mr. Urr. It would be my belief there should be a termination date 
because the record shows that some cooperatives never revolve. As 
regards to the associations to which you belong in California, how 
does this revolving fund work? Do you know when you deliver your 
lemons to the Somis Lemon Association what you are going to get 
for your lemons, or are you promised that you will be given the actual 
returns less cost of operation. and is the revolving fund a fixed amount 
per pound or per box? 

Do you know when you deliver them there that there is going to be 
a retention of 10 cents a box or 15 cents a box for the revolving fund, 
or is that determined at the end of the year by the cooperative itself ? 

Mr. Newman. Mr. Utt, practically all of our cooperatives in Cali- 
fornia are nonstock cooperatives. In other words, they are straight 
revolving fund cooperatives, and let’s take the example of Seaboard 
Lemon Association of which I have been a shipping member and also 
a director for some years. When I deliver new fruit to that associa- 
tion I have no idea at all what I am going to get because it is going to 
depend on what this crop of which you speak brings over a 10- or 11- 
month period: Until it 1s all sold I haven’t any idea what I am going 
to get. 

I also don’t know for sure how much revolving fund deduction 
or allocation is going to be taken from that fruit until the end of the 
year because of this reason: The farmers really own and run that as- 
sociation, and we also want our capital back out of it as soon as pos- 
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sible, so what we try to do is at the end of the year we have seen about 
how much volume we have had, we know that our revolving fund 
allocation is of 6 years previous which we want to revolve are so much 
money, so we establish a revolving fund allocation on the present crop 
of enough money to take care of that amount of 6 years previously 
and revolve that out. 

In other words, it is just a rotation and more or less comes out just 
almost even. As far as the money for the fruit is concerned, during 
the year as our fruit is picked, and again I am speaking. now of 
lemons, which are picked about seven times a year and goes through- 
out the year, we get advances from the packinghouse as we pick. 
They try to keep those advances up as near as possible to the money 
they are receiving so that we will have some money to operate our 
farms with. 

At the end of the year when the books are closed, all of the direct 
costs of operating that association are taken from the gross money 
received from the sale of the fruit and all of that money is then al- 
located, or let me put it this way: 

All the money is in fact given to the farmer with the exception 
that they would withhold this rev olving fund allocation, or put it 
this way: If it is determined that my particular size and grade is 
worth $1.04 a box, I will get 94 cents and we will say 10 cents is 
allocated. 

Mr. Urr. Are there ever retained earnings over and above the dis- 
tribution for the crop and the revolving fund patronage certificate ? 

Mr. Newman. No; there are no reserves established. The reserve 
that we have, though, in effect, of course, is the 6-year period of time 
on the revolving fund. 

Mr. Urr. Referring back to my questions to Mr. Smith from Texas, 
and I think you were in the room at that time, I would like to ques- 
tion you about your belief if you as a patron were taxed at the time 
of the allocation. I happen to know that part of your farming is 
corporate and therefore I know you are in the 52 -percent bracket. 
You will pay 52 percent of a $1,000 patronage certificate. If you 
sold that at a loss, the day you got it you take an operating loss 
against that and it would be a 52- percent deduction on any loss that 
you took. 

If you sold it to me I am in the 20-percent bracket and when I 
began to get my patronage money I would only pay 20 percent. 
There might be a loss to the Treasury if it pursued that policy, might 
there not ? 

Mr. Newman. It certainly appears that that is how it could work 
and I would also think that it could be just opening Pandora’s box 
for trouble for internal revenue and the farmer both in the book- 
keeping, and handling, and so forth. As a matter of fact, Mr. Utt, 
we have discussed this in California and one of the reasons that 
we proposed this proposal - California’s is that we think it solves 
that problem pretty well, because it specifically states that when 
the farmer makes the election he agrees to do certain things, and 
we are hoping that it will involve that particular problem. 

Mr. Urr. Would there be a further problem of selling those certi- 
ficates into the hands of people who might not report them, even to 

children who might be under the $600 limitation, and therefore you 
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would have taken a 52-percent loss and the child would pay no in- 
come, so it might result in a loss to the Treasury. 

Mr. Newman. I should think so. 

Mr. Urr. That is all, Mr. Chairman. 

Mr. Foranp. Any further questions on this? If not, we thank 
you for your appearance and your presentation. 

Mr. Newman. Mr. Chairman, I only wish that more farmers real- 
ized that they could come here and talk to you gentlemen that help 
make the laws and get treated so courteously. Thanks a million. 

Mr. Foranp, If they all brought such good information as you 
did it would be very helpful to us. 

Mr. Newman. Thank you. 

Mr. Foranp. Our next witness is Mr. William Horne. Mr. Horne, 
come forward, please. 

Mr. Horne, we are glad to have you back before our committee 
today as a witness, after having been one of the valuable staff mem- 
bers of the Joint Committee on Internal Revenue Taxation. For 
the purpose of the record will you identify yourself ? 


STATEMENT OF WILLIAM M. HORNE, JR., MANUFACTURING 
CHEMISTS’ ASSOCIATION, INC. 


Mr. Horne. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, my name is William 
M. Horne, Jr. I am a member of the tax policy committee of the 
Manufacturing Chemists’ Association. I am appearing to present 
the Association’s views on the taxation of cooperatives. 

Mr. Foranp. You are recognized for 10 minutes. 

Mr. Horne. Thank you. 

The Manufacturing Chemists’ Association is an incorporated na- 
tional trade organization composed of 180 companies which manu- 
facture and sell chemicals. These companies account for more than 
90 percent of the chemical production capacity of the United States. 
We appreciate this opportunity of presenting our views and recom- 
mendations on this matter. We recognize the difficult position of 
this committee in revolving conflicting views that are presented to it 
in these proceedings. 

Chairman Mills has requested that the testimony at these hearings 
on the taxation of cooperatives emphasize questions of tax policy and 
proposed solutions. From prior hearings, this committee is un- 
doubtedly aware of instances in which the cooperatives have traded 
on their tax-exemption privileges to reap undue competitive advan- 
tages. We will not repeat this type of testimony except to say that 
each year that a solution is delayed, the problem becomes more acute. 

The core of the problem is the patronage dividend. ‘The long- 
standing legal position has been that the patronage dividend, which 
has been allocated by the cooperative, reduces the cooperative’s gross 
income whether or not the dividends are actually distributed. This 
permits the cooperative to accumulate equity capital tax free. 

These tax-free accumulations can be used by the cooperative to 
finance further acquisitions. As the growth rate of the cooperatives 
is thus accelerated, more and more business passes into tax-exempt 
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channels. This will, of course, result in constantly increasing losses 
of tax revenues to the Treasury. 

A graphic illustration of this is furnished by the recent trend of 
events in the fertilizer industry. The cooperatives now own, through- 
out the country, a number of plants for the bulk blending of ferti- 
lizer materials. In addition, the cooperatives own over 100 large- 
scale chemical-fertilizer plants. These include some of the most 
modern plants in the country. Going beyond this stage, some of the 
ps now have plants producing the basic chemicals used as 

raw materials for fertilizers. Some of the cooperatives are also min- 
ing fertilizer raw materials, such as phosphate and potash, either 
directly or in partnership with private business. 

a total sales of fertilizer in the United States in 1958 were about 

,228 million according to the Department of Agriculture. It is esti- 
aaa that approximately 22 percent of total fertilizer sales were han- 
dled through cooperatives, Assuming an average pretax profit on these 
cooperative fertilizer sales of 15 percent, Federal income tax revenues 
of over $21 million would have been payable if these fertilizer sales 
had been made by taxpaying companies rather than by tax-exempt 
cooperatives. This revenue loss of $21 million is for only one item— 
although a significant one—of a number of items which are produced 
and distributed by the cooperatives. 

If these revenue losses are to be checked, the cooperative should be 
permitted to exclude its patronage dividends from gross income only if 
these are paid out in cash to the cooperative’s stoc kholders or members. 
If there is a hiatus in the time period in which the cooperative ex- 
cludes the patronage dividend and the time in which the stockholder 
or member includes it in gross income, then the cooperative has the 
tax-free use of funds during this interval or gap. 

The proposal made last January to this committee by Secretary of 
the Treasury Anderson would recognize the gap to the extent of a 3- 
year period. To this extent, the cooperatives would continue to have 
the tax-free use of funds for expanding their business activities at 
the expense of taxpaying competitors. 

In addition to their ability to expand with tax-free accumulations, 
the cooperatives are presently competing with taxpaying companies 
in businesses which are substantially unrelated to the original func- 
tions of the cooperatives. These original functions are joint market- 
ing and joint purchasing activities. 

For example, the operation by a cooperative of a large-scale chemi- 
eal plant producing approximately 100,000 tons of anhydrous am- 
monia annually is a far departure from the original purposes of the 
cooperative movement. 

Congress in 1950 imposed the unrelated-business income tax on those 
charitable organizations that were trading on their exempt status to 
engage in business activities unrelated to their charitable purposes. 

Equally appropriate would be an unrelated-business income tax 
on cooperatives to the extent that they derive income from manufac- 
turing, processing, and mining activities unrelated to their original 
functions. 

Such an unrelated-business income tax could be imposed on the 
cooperatives by denying the exclusion or deduction for patronage di- 
vidends to the extent the dividends are allocated or paid from un- 














204 TAX TREATMENT OF EARNINGS OF COOPERATIVES 





related business income. Thus, with respect to unrelated manufactur- 
ing, processing, or mining income, the cooperative would be in the 
same position as a taxpaying company. 

The cooperative would be taxed on the income at ordinary corpo- 
rate rates and the dividend paid to the stockholder or member would 
represent gross income to him. Presumably, the dividend exclusion 
and credit. provisions would be amended so that the patronage divi- 
dends derived from unrelated business income would qualify for the 
$50 exclusion and 4 percent tax credit. 

It is clear from past studies made by the staffs of the Treasury De- 
partment and the Joint Committee on Internal Revenue Taxation 
that Congress has the constitutional power to impose a tax on the 
retained net margins of cooperatives. Legislation of this nature would 
correct the historical administrative practice of allowing an exclusion 
or deduction for patronage dividends without regard to a determina- 
tion of whether the dividends were actually paid to the cooperative 
stockholder or member. 

In summary, the Manufacturing Chemists’ Association presents two 
proposals for the taxation of cooperatives : 

(1) No exclusion or deduction should be granted to the cooperative 
for patronage dividends to the extent such dividends are derived from 
unrelated business income. 

(2) No exclusion or deduction should be granted for any balance 
of the patronage dividends unless the dividends representing such 
balance are distributed in cash. 

Enactment of these proposals would, in the opinion of the associa- 
tion, eliminate the unfair tax advantage presently enjoyed by the 
cooperatives and would substantially increase the Treasury’s revenues. 

Thank you. 

Mr. Keoeu (presiding). Thank you very much, Mr. Horne. 

Are there any questions? If not, we appreciate very much your 
appearance. 

Mr. Horne. Thank you. 

Mr. Krocu. The next witness is Mr. Edwin J. Putzell, Jr. 

Mr. Putzell, would you be good enough to give your name and your 
connection with your organization to the reporter, please ? 


STATEMENT OF EDWIN J. PUTZELL, JR., SECRETARY, MONSANTO 
CHEMICAL CO. 


Mr. Pourzeti. My name is Edwin J. Putzell, Jr. I am corporate 
secretary and head of the law department of Monsanto Chemical Co. 
and would like to testify, if I may, on behalf of my company in con- 
nection with the taxation of cooperatives. 

Mr. Kerocu. Very well, Mr. Putzell, you are recognized for 10 
minutes. 

Mr. Purzet.. Thank you. 

For over 30 years Monsanto and its predecessor companies have 
manufactured fertilizer ingredients. Today, we are substantial pro- 
ducers of nitrogen and phosphorus, two of the three basic components 
of plant food. Along with others of the fertilizer industry, we are 
confronted with an ever-increasing kind of grinding competition 
against which no amount of cost cutting, increased operating efficien- 
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cies, accelerated sales effort, or better research is, or can possibly be, 
effective. 

It stems from the failure of basic tax concepts to keep up with 
developments and the resulting gap in our income tax system. It re- 
sults in an inequitable and unfair situation where certain corporations, 
whose earnings go largely untaxed, compete for customers and sales 
with increasing effectiveness against other corporations which pay a 
52 percent tax on their earnings. 

At the outset, I would like to say that it was very pleasant to hear 
some of our friends from the cooperatives this morning state their 
position, for I find that in certain respects we are very much in agree- 
ment. I would like to emphasize, sir, that we have no desire whatso- 
ever to destroy cooperatives, and certainly no quarrel with the present 
exemption from tax of income from traditional service activities. 
These traditional types of cooperative activities are important to our 
rural economy ; they are desirable for the welfare of a large segment 
of our people. In addition, Monsanto has no desire to be free of 
competition ; on the contrary, we welcome it, and believe our society 
is the benefactor of keen, healthy competitive effort by all types of 
organizations, partnerships, corporations, proprietorships , and coop- 
eratives. But at the same time, we believe in and want to perpetuate 
our free enterprise system in which, under our Constitution and estab- 
lished rules of fair play, commercial endeavors which compete are 
subject to the same governmental and tax burdens. 

We, therefore, would like to direct special attention to those re- 
cently acquired activities of cooperatives which are competitive with 
taxpaying industry when engaged in business unrelated to the orig- 
inal concept of cooperative endeavor, namely, that of being service 
organizations for the joint marketing of farm produce and joint 
purchasing of farm supplies. 

From many witnesses during the panel hearings in mid-December, 
as well as those appearing before you now, you have heard of the 

rapid growth of cooperative enterprise in this country. 

Such st: artling development is not just the result of increased ac- 
tivity in the purchasing of farm supplies and the selling of farm 
produce. A very large part of it is the product of the ‘movement 
of cooperatives into areas of activity which widely depart from the 
concept of their traditional service function. Nowhere is this depar- 
ture more noticeable than in their use of retained earnings for invest- 
ment purposes and in manufacturing, mining and processing. 

Some of the effects of cooperatives’ tax-free competition with tax- 
paying industry in such unrelated activities are known, but other 
effects are less patent and not as well understood. Let me give an 
illustration. In 1952, a cooperative was formed to manufacture ni- 
trogen fertilizers in competition with Monsanto and others. Now, 
7 years later, it has built a net worth of $12 million, with total assets 
of $21 million. Manufacturing costs at plant capacity for it and 
for Monsanto in producing a similar fertilizer product of the same 
chemical constituents are within 2-8 percent. In selling the product 
to a customer equidistant from both plants, the cooperative sells its 
product at $68 per ton which price becomes $50 per ton after an $18 
per ton benefit differential is repaid as a patronage rebate. No cor- 
porate tax goes to the U.S. Treasury from the co-op. If Monsanto 
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sells at the same market price and nets the same differential as the 
patronage dividend, one-half, or $9, is paid in taxes to the Treasury 
Department and the other half constitutes funds for expansion and 
returns to Monsanto investors. Thus, ultimate benefit to the coopera- 
tive investor is obvious. 

But, who gets the fertilizer business in such a situation? Cer- 
tainly it is not Monsanto, and just as certainly, it is the cooperative. 
There isn’t even a race for the customer. But, then what happens? 
Up to the capacity of its plant, the cooper ative takes all of the busi- 
ness in its marketing area. Beyond that area, Monsanto vigorously 
competes in the usual w ay with other taxpaying companies, but with 
this major difference. From the differential of $18 per ton, an aver- 
age of as much as 45 percent must be deducted for extra freight costs 
to put the product beyond the marketing area of the cooperative. 
This cuts the differential to $10. 

Now, instead of one-half of $18, or $9, in tax revenues for the Treas- 
ury, there is only one-half of $10, or $5, for the Treasury and the 
remainder, or $5, for expansion and Monsanto investors. 

The conclusions from this perhaps oversimplified illustration are 
clear: (a) A group organized as a cooperative and employing exten- 
sive amounts of capital in their business pay no corporate tax on the 
profits of their investment; (5) other taxpaying enterprises com- 
peting in the same field now earn less and, therefore, pay less in taxes, 
and (c) of equal importance, the inducement for new risk capital in 
taxpaying enterprises will become increasingly unattractive with the 
consequent drying up of Federal tax revenues from this type of busi- 
ness, 

You have heard excellent reviews of the history of income taxation 
cooperatives. To me, that history is clear in two respects: (a) The 
original tax exemption was intended for, and expressly granted to, as- 
sociations organized and operated as purchasing agents and as sales 
agents for farmers, and (6) the economic impact of granting the ex- 
emption in 1916, when the income tax rate was 2 percent, was almost 
nil. Indeed, it was not even possible in 1921, when the first amend- 
ment to the cooperative exemption was adopted, to forecast the eco- 
nomic force which tax exemption, granted in an era of low tax rates, 
could have when continued into an era of the extremely high rates 
which exist today—and when used in connection with earnings from 
totally unrelated business activities. The mounting anticompetitive 
effect of the tax provisions resulted in repeated investigations and 
hearings by this committee. Then, in 1951, the Congress adopted 
legislation designed to tax all cooperative income either at the coop- 
erative level or in the hands of its patrons. 

The subsequent frustration of congressional intent by a series of 
court decisions is well known. Equally clear are the two results of 
such court action: (a) The U.S. Treasury is being deprived of taxes 
not only at the patron level, but at the cooperative level as well, by 
the use of paper allocations, or so-called patronage rebates or divi- 
dends, and (+) there is the consequent accumulation of untaxed earn- 
ings by the cooperative enterprise. The importance of such paper 
allocations was apparent, for example, in 1954 when the Department 
of Agriculture’s survey of 1,157 cooperatives showed that even then 
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over 60 percent of those cooperatives’ net margins had been retained 
tax-free by such means. 

There is also a corollary effect resulting from the loophole in the 
present tax law. It is the acquisition of tax-paying businesses by 
co-ops which then pay for them over a period of time out of tax-free 
earnings. One of the more recent of an increasing number of such 
cases was the acquisition by the Maryland & Virginia Milk Producers 
Association of the E mbassy Dairy here in W ashington. In this case, 
the Milk Producers Association, a cooperative, was able, by loans, to 
obtain the assets of the Embassy Dairy. Then, by paper allocations, 
it retained its earnings tax free and used suc ch funds to retire its 
loans. Such a method of financ ing acquisitions enables any coopera- 
tive to pay a price which is in excess of that which could be paid by 
a competing business paying normal taxes, and then to retain earnings 
from the acquired enterprise tax free. 

The effective reenactment of the principle sought to be established 
by the 1951 amendment would go part way toward correcting the 
situation by bringing some added revenue to the Government from 
taxes levied on cooperative earnings allocated to patron members and 
would tend to prevent the accumulation of tax-free funds in the coop- 
erative treasury. 

However, it is not, in my opinion, the answer to the basic problem. 
Likewise, the Simpson bill (H.R. 7875) is only partly corrective. 
While it, too, would provide some added tax receipts, 1t would not 
relieve today’s increasingly serious subsidized competition with tax- 
paying industry. 

An analysis of the elements of a patronage dividend or rebate helps 
to indicate an answer. It also shows clearly the part which unrelated 
business income now plays in cooperative earnings. From the origin 
of co-ops in this country, patronage dividends have consisted of price 
adjustments arising from the traditional purchase and subsequent 

sale of farmers’ products in the case of a marketing cooperative, and 
from savings resulting from large-scale joint buying on the part of 
farmers’ purchasing co-ops. 

A part of the patronage dividend has also resulted from the natural 
and inevitable benefits of cooperation, such as profits generated by a 
reduction in transportation, storage, and other costs or from the 
averaging of gains and of losses. “Today, however, patronage divi- 
dends include an additional element: profit from the investment of 
capital and from the extensive use of it in the co-op’s business. This 
is customary now with most large cooperatives and with almost all 
regional ones. 

For example, such cooperatives may own elaborate facilities to 
manufacture milking machinery, paper and boxes, and to process 
and can produce before marketing the farmers’ products. They also 
own well integrated nitrogen manufacturing plants, phosphate mines 
and furnaces, | oil wells, refineries, and distributing facilities. 

For example, with respect to regional cooperatives during 1956-57, 
of 2,582 employees on Southern Cooperative, Inc.’s payroll, 1,188 were 
engaged in manufacturing and processing operations; of 2,047 em- 
ployees on Consumers Cooperative Association’s rolls, 837 were in- 
volved in oil production and refining and 404 in manufacturing plants; 
and 754 of Eastern States Farmers Exchange’s 1,834 employees were 
engaged in manufacturing and processing. 
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Others have substantial investments in the securities of other co- 
operatives or of tax-paying corporations. In all such cases, patronage 
dividends contain the element of profit, either that attributable to the 
direct manufacturing, processing, or mining activities or to the re- 
turn on one’s investment in securities or other types of capital assets. 
Such extensive use of capital and the resulting tax-free earnings is 
a departure from the historical concept of exempt ae service 
activities. Such can also plainly be designated as unrelated business 
activity and income. 

Congress dealt with a similar situation in 1950. Certain charitable 
and nonprofit organizations, exempt from Federal income taxes, had 
been actively engaged in businesses competitive with tax-paying cor- 
porations. In the Revenue Act of 1950, income from such business 
activities of charitable organizations was properly made the subject 
of income taxation. 

This committee’s report on the bill states: 

The problem at which the tax on unrelated business income is directed here 
is primarily that of unfair competition. The tax-free status of these section 
101 organizations enables them to use their profits tax free to expand opera- 
tions, while their competitors can expand only with the profits remaining after 
taxes. Also, a number of examples have arisen where these organizations have, 
in effect, used their tax exemption to buy an ordinary business. That is, 
they have acquired the business with no investment on their own part and 
paid for it in installments ont of subsequent earnings—a procedure which 
usually could not be followed if the business were taxable (H. Rept. 2319, 81st 
Cong., 2d sess., pp. 36-37 (1950) ). 

Therefore, we would recommend taxation on a current basis and at 
corporate rates of all earnings of cooperatives which result from in- 
vestment income, rents and royalties, and earnings from manufactur- 
ing, processing, and mining activities. These are “unrelated busi- 
nesses” as contrasted with the traditional service functions of coopera- 
tives. 

It is in this “unrelated business” area where the effort ceases to be 
joint purchasing and selling and becomes the accumulation of capital, 
its joint investment, and the receipt of profits resulting therefrom. 
It is also in the manufacturing, processing, and mining areas that the 
competitive advantage of tax-free operation at the cooperative level 
is most marked. 

This proposal is not in any sense a departure from existing law. 
Today, co-ops pay a tax on unrelated income, such as rentals, interest, 
etc., even though such earnings are distributed to patrons. In our 
thinking, the manufacture of fertilizer and of milking machinery and 
the operation of an oil refinery are as much unrelated to the basic 
service function of a cooperative as is the rental of income-producing 
properties. 

A tax on profits from specified unrelated business activities neces- 
sarily requires a clear definition of such activities. Surely, income 
from investments, whether in securities, real estate, or other capital 
assets not used in the trade or business of the cooperative, should be 
included in any such definition. So should income from manufactur- 
ing, mining, and processing. To reach profits derived from the ex- 
tractive industries, sections: of the present code can easily be utilized. 

A definition of “mining” could be based on the provisions under 
which a deduction for depletion is currently allowable. Defining 
“manufacturing and process activities” is not difficult either. The 
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definition in the regulations under the manufacturer’s excise tax can 
serve as a starting point. 

The determination of earnings attributable to these categories will, 
under generally accepted accounting principles, be a relatively easy 
matter. The only factor that might significantly distort the accuracy 
of such determinations of earnings would be the cost of goods sold in 
relation to or gross sales price in transactions with members. A price 
policy could be established by a cooperative with respect to transac- 
tions with members which would leave the co-op with no taxable in- 
come; i.e., to the extent that the cost of goods sold with respect to 
products purchased from members is overstated, the manufacturing 
profits of a cooperative would be understated. 

In the case of manufacturing, mining, and processing cooperatives, 
the possibility of distorting income through unre: alistic pricing does 
not constitute a serious problem. The existence of equity or outside 
creditor interests would compel realistic pricing policies. Addition- 
ally, cooperatives should be subject to statutory provisions similar to 
those of section 482 of the Internal Revenue Code which has for 
many years successfully prevented the distortion of income from 
transactions between related businesses through unrealistic intercom- 
pany pricing policies. 

Our second proposal is the same as existing law. It deals with 
cooperatives’ earnings which derive from their traditional services 
and related activities, because we recognize that (a) certain elements 
of the patronage dividend should inure to the patron, free of tax at the 
co-op level, as they result from joint effort, and that (6) the use of 
some capital is necessary for the co-op to perform those services for 
all of its members which the farmers would normally perform them- 
selves. 

Therefore, such earnings as are not distributed in cash or its equiv- 
alent would be taxable to the co-op in the year earned at the usual 
corporate rate. On the other hand all such earnings should be ex- 
cluded from taxable income at the cooperative level to the extent that 
distribution of them is made in cash or its equivalent. 

Distributions in the form of paper without a fixed maturity date 
or fixed obligation to pay should be taxable to the recipient only if 
he has consented both to that type of distribution by the cooperative 
and to having its stated value treated as cash in his hands for tax 
purposes. Where the cash or paper is taxable to the patron, it would 
of course be deductible by the cooperative. 

In addition, we would recommend an annual $25,000 deduction 
from tax of income from the cooperative’s traditional service opera- 
tions. At panel hearings before this committee last December, ref- 
erence was made to the Department of Agriculture’s 1954 survey on 
cooperatives. The survey involved 1,157 cooperatives, or 12 percent 
of the total number then existing. 

Those 1,157 cooperatives had combined annual net margins, or earn- 
ings, of $132 million which amounted to nearly one-half of the $275 
million total then net margins of all cooperatives. Your committee 
was then told that analysis of the data showed that the average net 
margins per cooperative in the 12-percent group amounted to $114,000 
per year. 
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This average net margin figure would have been significantly 
greater had 898 local co-ops not been averaged with the 259 regional 
ones. In that same year, the assets of regional co-ops aver: aged $4,- 
500,000 and those of loc al co-ops averaged $198, 000. 

The average net margins for all of the remaining a percent of the 
cooperatives surveyed amounted to $16,600 per year. The very sub- 
stantial number of small cooperatives, whose avet om earnings were 
$16,000 per year, do not engage in unrelated business activities and, 
therefore, do not have income from such sources. The recommended 

$25,000 deduction from the income of service activities would, there- 

fore, leave untaxed the earnings of the smaller co-ops which repre- 
sented 88 percent of all cooperatives in 1954, and would permit their 
accumulation of capital. 

In summary, our proposal is, briefly, that co-op income from all 
sources be subject to the usual corporate tax. However, in computing 
taxable income, a cooperative would be allowed a deduction for all 
patronage dividends, including paper allocations, to the extent that 
they are taxable to the patron. The co-op would also receive an an- 
nual $25,000 deduction. But in no event should the sum of these two 
deductions exceed the co-op’s income from service activities. 

With regard to the patron, his taxable income should include his 
pro rata share of amounts deducted by the cooperative as patronage 
dividends—except where such amounts are considered as a reduction 
in his personal expenditures. All other co-op distributions to the 
patron, as such, should be treated as dividends in his hands for tax 
purposes. 

The foregoing proposals are fair. In our view, they would correct, 
in major part, the abuses and inequitable results which now flow from 
the present tax treatment of cooperatives. The traditional service 
concept of cooperative groups operating in the field of marketing and 
purchasing would remain undisturbed. Government revenues would 
be increased and competition waged on a fair basis by levying taxes on 
income from cooperative activity, such as investment and manufac- 
turing, processing, and mining, which are unrelated to the traditional 
service concept of such group enterprises. Likewise, Government 
revenues would be increased by preventing the accumulation of tax- 
free funds at the cooperative level and by closing the present tax loop- 
hole through requiring tax collection on allocations from either the 
cooperative or the patron. 

In closing, let me express my sincere appreciation for this oppor- 
tunity to express my company’s views on this important subject. 
Thank you. 

Mr. Krocu. We thank you very much, Mr. Putzell, for your views. 
Are there any questions? Thank you very much, sir. 


Our next witness is Mr. Lawrence A. Coleman. Will you give your 
name and your capacity ? 


STATEMENT OF LAWRENCE A. COLEMAN, GENERAL COUNSEL, 
ALLIED CHEMICAL CORP., NEW YORK, N.Y. 


Mr. Coreman. My name is Lawrence A. Coleman. I am general 
counsel of Allied Chemical Corp., 61 Broadway, New York, N.Y. 
Mr. Kerocu. Mr. Coleman, you are recognized. for 10 minutes. 
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Mr. Coteman. I wish to thank this committee on behalf of myself 
and the corporation I represent for giving us this opportunity to 
appear before you today and to discuss with you, for a few minutes, 
our views on the complex question of the taxation of farm cooperatives. 

Allied Chemical Corp. is engaged generally in the business of the 
manufacture and sale of chemical products of almost all types and 
kinds. A large part of its business is in the manufacture and sale of 
chemical products usable on the farm, which products include nitrog- 
enous fertilizers, insecticides, pesticides, and weed killers, 

At the outset we wish to make eminently clear that it is not our 
view that farm cooperatives should be foreclosed in any way from 
engaging in the business of the manufacture and sale of products used 
and useful on the farm. On the contrary we are strongly of the 
opinion that, under the basic precepts of the American economy, 
anyone should be permitted to enter into any business irrespective 
of the business form he chooses. That is to say, whether he be a cor- 
poration, an individual, a partnership, or a farm cooperative. 

Our objection to the present tax scheme which exempts much of the 
income of farm cooperatives from taxation, does not stem from any 
desire in any way to limit the numbers of persons or enterprises that 
compete against us for the farmer’s business, nor is it our purpose to 
request Congress that we be protected against the competitive activ- 
ities of others. 

We recognize that in the past, and probably in the future, there 
have been times when the productive capacity of the manufacture of 
nitrogenous materials has exceeded the market demand for those 
products. We similarly recognize that there have been times of 
capacity shortages. We recognize further that these periods of over- 
capacity and undercapacity are not permanent but come into balance 
under the impact of population changes and the requirements of the 
national defense. 

The adverse business effects of temporary overcapacity are not, 
therefore, long-range detriments to industrial growth in the field of 
nitrogen products Thus our objection at this time to the exemptions 
enjoyed by cooperatives is not engendered by any temporary unbalance 
in productive capacity and demand. 

he reason we are here today is to seek to persuade the Congress 
to insure that all who compete against us, compete pursuant to the 
same rules of the game. 

Just as the business of the publicly owned corporate producer of 
fertilizer is subject to the vicissitudes of the law of supply and de- 
mand, to the exigencies of the marketplace and other economic laws, 
so too is that business subject to the corporate income tax. We ask 
only that our competitors who are generally subject to the same 
economic laws be also subject to the same tax laws. 

_The present tax climate enjoyed by farm cooperatives places them, 
vis-a-vis their competitors, in a most favorable position. A position 
which is not unlike that which would be enjoyed by a baseball team 
playing under rules which permit one side six outs per inning and 
the other side but three. These variations in the rules would not be 
corrected by taxing the farmer while the cooperative remained exempt. 
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I do not propose to take up the time of the committee today to 
discuss in detail the various proposals now before you. It will suf- 
fice to say that it is the view of the company I represent, and on whose 
behalf I appear today, that we have no objection to continuation of 
the exemption from taxation of those net margins of farm coopera- 
tives which are the product of the classic al activities of farm 
cooperatives, to wit: their activities as purchasing and sales agent 
for their patrons. 

We have no objection to the deduction from income for tax pur- 
poses of that kind of patronage dividend when actually paid to the 
farmer-patron. 

We do obejct, however, and strongly object, to those provisions 
of the existing law which permit farm cooperatives to use nontaxed 
retained earnings for the purpose of making capital investment in 
manufacturing and production facilities. 

We further object, and strongly object, to the fact that the income 
to farm cooperatives thrown off by those manufacturing and produc- 
tion capital investments, should remain untaxed in the hands of the 
farm cooperative. 

The ability of a farm cooperative to retain nontaxed earnings to 
be used to compete with us and others similarly situated whose re- 
tained earnings have borne the heavy burden of the present rate of 
the corporate tax, the tax posture which permits a farm —— rative 
to escape taxation on the profits it makes when engaged in a business 
competitive with us, means that we are playing ‘the great game of 
American business under rules which arbitrarily and discrimin: itorily 
favor one side and hurt the other, 

We urge, and strongly urge, that as a result of your deliberations 
you will take appropriate action so that (1) the exemption permitted 
to farm cooperatives be limited to distributions in cash, or its equiv- 
alent, of the net margins accruing to those cooperatives out of their 
classical activities as the sales and purchasing agent of the farmer, 
and (2) the income derived from manufacture and production facil- 
ities maintained by farm cooperatives be taxed at the same rate that 
those earnings are taxed in the case of the usual type of business 
enterprise. 

In our desire to see uniformity in tax treatment among all persons 
engaged in a similar line of endeavor, we would have no objection 
if in your deliberations you see fit to grant to the farm cooperative 
an exemption from tax of some small part of the income of a farm 
cooperative from whatever source derived, so as to bring it roughly 
into line with the regular $25,000 exemption from surtax enjoyed 
by all corporations. 

We are not here seeking tax relief. We are not here seeking in 
any way to increase the tax burden on the American farmer. We 
are not here seeking in any way to impose tax liability on the net 
margins of cooperatives derived from their classical functions. 

What we are here for today is to request this committee to recom- 
mend to Congress legislation which would change the law so that all 
who compete in any particular line of business, « compete pursuant to 
the same rules of the game. Thank you. 

Mr. Kroeu. Thank you very much, Mr. Coleman. 

Any questions? 
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We did appreciate your coming here and giving us your views, 
and I know that the other members would be here were it not for 
other commitments, and I am sorry for that. I am sure they will 
read your statement. 

Mr. Coteman. Thank you very much, Mr. Chairman. 

Mr. Krocu. Thank you. 

Our final witness for the day is Mr. Joe E. Culpepper. 


Will you — your name and your representation to the reporter, 
please, Mr. Culpepper? 


STATEMENT OF JOE E. CULPEPPER, SENIOR VICE PRESIDENT OF 
SPENCER CHEMICAL CO. 


Mr. Cutrerrer. Yes. Thank you, Mr. Chairman. 

My name is Joe E. Culpepper, and I am a senior vice president of 
Spencer Chemical Co., Kansas City, Mo., as well as a member of 
that company’s board ‘of directors. ‘Because of the lateness of the 
hour and the fact I shall be here tomorrow, I wonder if it would be 
of any convenience to the committee if I were to defer my statement 
until tomorrow 4 

Mr. Krocu. My only reaction to that is that the daily schedules 
have been made up and are made up in advance, and I suspect that 
the committee has a full schedule for tomorrow. 

Mr. Cuvrerrer. All right, sir. 

Mr. Krocu. I think if you don’t mind you might proceed. 

Mr. Cunrerrer. Thank you, sir. 

I might state that I am neither a lawyer or a tax expert. My en- 
tire business life has been spent in the agricultural chemical industry 
with a large part of my time devoted to problems involved in the 
marketing ‘and distribution of problems involved in the marketing and 
distribution of fertilizers and fertilizer materials; therefore, I pro- 
pose generally to limit my comments here today to the cooperative 
tax proble m as it applies to the fertilizer industry. 

Other normal taxpaying industries face problems similar to ours, 
but I understand representatives from such other industries are sched- 
uled to present their own situation. 

My company is a large producer of nitrogen, in its various forms, 
with approximately 83 percentage of our total production being sold 
for use by U.S. agriculture. This places me in position to be familiar 
with the general activities of large manufacturing cooperatives in 
their rapid program of expansion in producing basic plant food ma- 
terials as well as mixed fertilizers. 

Cooperative groups, organized to mine, manufacture, and distribute 
fertilizers and fertilizer materials, have become truly big business 
in our history during the past 8 or 10 years. For example, my own 
company is small business in ¢ omparison with Consumers C ooperative 
Association, our neighbor out in Kansas City. 

This superregional cooperative’ s sales in fiscal 1958-59 were 
$153,843,756. Sales by Spencer Chemical Co. during the same period 
amounted to $57,584, 000. Investments in major manufacturing fa- 
cilities by large cooperative groups amount to hundreds of millions 
of dollars. This is illustrated by their ownership and control of dis- 
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tribution of large, well-integrated nitrogen plants, phosphate mines, 
and potash mines. 

During the 5-year period between 1952 to 1957, according to the 
latest figures available from the U.S. Department of Agriculture, 
sale of fertilizer and lime by cooperatives increased approximately 
50 percent. A recent cooperative publication stated fertilizer sales 
last year by cooperatives amounted to 25 percent of the total. This 
compares with 8 percent in 1942 and slightly less than 15 percent 
in 1952. 

In other words, cooperatives in the fertilizer industry have in- 
creased their business during the past 15 years at a rate roughly 
equivalent to doubling their participation approximately every 10 
years. 

Pertinent also is the recent and rapid program of cooperatives in 
acquiring sources of basic fertilizer ingredients, nitrogen, phosphate, 
and potash. 

In the 10-year period since 1950, cooperative organizations have 
acquired basic plant capacity to supply an estimated 16 percent of 
the total nitrogen and 15 percent of the total potash used by U.S. 
farmers. 

A large cooperative group, comprised of 16 state or regional coop- 
erative farm organizations, recently placed in production a $14,500,000 
basic phosphate plant in Idaho. The undeniable fact is that coopera- 
tives in the fertilizer industry today are not small, loosely knit groups 
of farmers struggling for survival. 

The industrial enterprises engaged in these ventures are large, well- 
organized, adequately financed industries which are extremely im- 
portant and, in some areas, dominating factors in the production of 
fertilizer materials. 

These cooperatives are equal in size, and often actually a part of 
such other industrial cooperative organizations as those currently en- 
gaged in the ownership and operation of oil wells and oil refineries, 
cottonseed-oil mills, fleets of commercial transportation equipment, 
large phosphate mines and upgrading facilities, the making of stell 
buildings, and many other types of industrial undertakings. 

None of these cooperatives are any longer agencies for marketing 
farm products or for purchasing farm supplies for their members. 
They have become substantial aggregations of capital used for the 
purpose of manufacturing goods. They are, in fact, cooperatives of 
capital investors. 

To us, the members of this kind of cooperative are no different in 
substance from the stockholders of our own corporation. The income, 
benefits, savings, or net margins, or whatever the profits of these 
cooperative ventures are called in the jargon of cooperatives, come 
not from members joining together with other members in marketing 
the produce of their farms, or in exercising their purchasing power, 
but at least in part from the use of their capital, together with the 
capital of others, in the production of products for sale. 

Yet, by virtue of our present tax system, the competitive advantages 
accruing to these investors are of such magnitude as to cripple—and 
will eventually destroy—competitors that are required to pay up to 
52 percent of their net income into the Federal Treasury. 
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I want right here to make clear the fact that my associates and I 
have no desire to destroy cooperatives. We have no quarrel with a 
large percentage of cooperatives and their activities, embracing per- 
haps 80 percent to 90 percent of all cooperatives and a majority of all 
cooperative members. Our company is vitally concerned, however, 
about the remaining small percent which have converted the coopera- 
tive movement from that of cooperation in selling and purchasing 
into one of cooperative investment of capital in the manufacturing 
and processing of goods and commodities. 

The problem involved in the taxation of cooperatives divides itself 
into two parts: First, cooperative income as a potential source of 
revenue to the Treasury, and, second, the competitive advantages 
which accrue to cooperatives by the tax rates applied to their income. 

Cooperative leaders appear to be in agreement that the net margins 
of all cooperatives should be subject to tax at the patron level. Such 
procedure would bring modest amounts of additional revenue into 
the Treasury. 

However, this proposal would do very little toward solving the 
second part of the problem. We find this cooperative proposal, there- 
fore, entirely unacceptable. 

The nub of the competitive advantages accruing to cooperatives, 
because of their tax-favored situation, was strongly implied by one 
of the acknowledged cooperative leaders of our country, Mr. Howard 
Cowden, founder and president of Consumers Cooperative Associa- 
tion, Kansas City, Mo. Mr. Cowden is quoted as having said, “Fac- 
tories are free for cooperators.” My associates and I agree fully with 
that statement. 

The conclusion that income from the cooperative investment of 
capital must be taxed at the corporate level, so as to diminish the 
present obvious inequity, seems to me to be inescapable. This con- 
clusion encompasses and applies equally in circumstances where co- 
operative organizations might undertake to pass such income untaxed 
to patrons by selling its products at or near cost. Unless income from 
invested capital is made subject to tax at the corporate level, a sub- 
stantial injustice is inflicted on a vast number of business corporation 
stockholders who are placed at a great disadvantage, because other 
groups of investors operate with substantial tax benefits. 

Accordingly, it seems undeniably right at this crucial stage of de- 
velopment in the cooperative movement that a method must be de- 
vised for taxing at the corporate level the income or benefits derived 
from the joint investment of capital in cooperative ventures. 

The only way we know to provide complete competitive opportunity 
in the marketplace would be to require all cooperatives, regardless 
of size, to pay Federal income taxes on the same basis as other com- 
mercial enterprises, both at the corporate level and the patron level. 
We realize, however, the question of taxation of cooperatives is a 
delicate matter; moreover, we are aware that much of the acrimonious 
public discussions devoted to this subject has failed to contribute con- 
structively to a solution of the problem. 

Furthermore, a sound national tax policy, in our opinion, does not 
necessarily require that a way must be found to provide unqualified 
tax equality on the one hand, or unqualified exclusion of net margins 
from taxable corporate income on the other hand. 

51696—60-——15 
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Some middle ground must be found providing a sound basis on 
which cooperatives and normal taxpaying industry can live together, 
and operate successfully, in the same community. Of one thing we 
are certain, however, and that is that any solution of the problem 
must be based on the principle that cooperative organizations earn 
income and this income is taxable at the corporate level before dis- 
tribution of net margins to patrons. 

Inescapable is the conclusion that taxpaying manufacturing indus- 
try cannot long survive in competition with industrial competitors 
able to meet us in the market place, with identical products, produced 
by organizations paying no Federal income tax at the corporate level. 

Though legislation to remforce and make effective the intent of the 
1951 law would doubtless result in modest increases in Treasury rev- 
enue, it is our judgment such legislation, in the final analysis, would 
offer practically no competitive relief to organizations such as our own. 

Therefore, we consider this limited approach to be completely in- 
adequate. The Simpson bill, as introduced, so our tax experts advise 
me, would offer a little relief and be a step in the right direction. In 
our judgment, however, tax requirements on manufacturing industrial 
cooperatives must reach far beyond the Simpson bill to provide the 
degree of competitive equality required for survival of corporations 
required to pay the full corporate rate. 

If the tax experts of this committee and the Treasury Department 
fail to come up with anything more equitable, and conceptually sound, 
it seems to my layman’s mind that a large percentage of what we are 
suggesting could be attained by relatively simple legislation requiring 
all cooperatives to pay income tax, at the normal corporate rate, on 
all net margins in excess of $12,000 to $15,000 per year. 

According to the best estimates I can make from the latest figures 
available from the U.S. Department of Agriculture, such a tax require- 
ment would exempt at least 60 percent of all cooperatives from the 
payment of any income tax at the corporate level; another 10 to 15 
percent would pay very little. But, at the same time, income from 
cooperative investors of capital in industrial manufacturing and proe- 
essing enterprises would be made subject to income tax at the normal 
corporate rate. Refunds to patrons of income taxed at the corporate 
level could be received by such patrons on a nontaxable basis, in order 
to avoid double taxation, if such a course of action were deemed ad- 
visable by Congress. 

Please permit me in closing, most respectfully and with a sincerity 
born of deep conviction, to make three observations : 

1. It is not in the public interest that income or benefits from 
aggregations of invested capital be untaxed at the corporate level for 
use to compete m the market place with industry required to pay in- 
come tax at present normal rates. 

2. Though income losses to the Federal Treasury, resulting from 
the exemption of taxes at the corporate level on net margins derived 
from or invested in large cooperative enterprises, may not be 
overwhelmingly great at the present time, Congress cannot be unmind- 
ful of the accelerated rate at which the tax base on returns from such 
imvested capital is being eroded. Unless this loophole is plugged, 
erosion will take place at an ever-increasing rate. 
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3. Until steps are taken to bring about much greater equality in 
competitive opportunity from the investment of capital in manufac- 
turning and processing, this question of the taxation of cooperatives 
will plague all of us, industry and Congress alike. 

Thank you, gentlemen, for permitting me to express our views on 
a question of such vital importance to the stockholders of Spencer 
Chemical Co. 

Mr. Kroeu. We thank you very much, Mr. Culpepper, and I would 
like to commend you for your obviously well thought out statement 
which I shall undertake specifically to call to the attention of the other 
members of the committee. 

Mr. Cuurerrer. Thank, you, Mr. Chairman. 

Mr. Keocu. Thank you very much indeed. 

That concludes the calendar for today and without objection the 
committee will stand in adjournment until 10 a.m., tomorrow morning. 

(Whereupon, at 12:30 p.m., Wednesday, February 3, 1960, the 


committee adjourned to convene at 10 a.m., Thursday, February 4, 
1960.) 
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THURSDAY, FEBRUARY 4, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills, presiding. 

The Cuatrman. The committee will please be in order. 

Our first witness this morning is Mr. Grover D. Turnbow, president, 
Foremost Dairies. 

Mr. Turnbow, please come forward. ve 

For the purpose of the record, identify yourself by giving us your 
name, address, and capacity in which you appear. 


STATEMENT OF GROVER D. TURNBOW, PRESIDENT, FOREMOST 
DAIRIES, PRESENTED BY BENJAMIN F. CASTLE, WASHINGTON, 
D.C. 


Mr. Castie. Mr. Chairman, Mr. Grover Turnbow was unable to 
come and he asked me, Benjamin F. Castle, 3042 N Street, NW., 
Washington, D.C., to read his paper. 

The CHatrman. Mr. Castle, we are pleased to have you with us 
this morning. We are sorry that Mr. Turnbow could not be here. 
You are recognized to deliver his statement. 

Mr. Castiz. Thank you, sir. 

I would like to say before I read his paper something that he 
wouldn’t say, of course, for himself. 

Mr. Turnbow has been in the dairy industry all his life. He is 
one of the most eminent dairy scientists and he combines that with 
great business ability. When he speaks, I think he speaks with 
great background and authority. His very brief statement is as 
follows: 

Mr. Chairman and members of the committee, during my entire 
adult life I have been active in the dairy industry. As a young man, 
I can remember the discussion of legislation creating farmer coopera- 
tives and the laudable objectives which it was felt would be accom- 
plished by legalizing organized groups of farmers to bargain col- 
lectively and also to give them the opportunity to purchase at whole- 
sale. The latter feature of the legislation evidently was fair, as 
farmers had to sell their products at wholesale and yet bought their 
supplies and equipment at retail prices. 

At that time no one envisioned that farmer cooperatives would be- 
come manufacturers, processors, and distributors, directly competing 
with taxpaying business entities in the same fields. 
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I am personally a member of the Farm Bureau, I am a farmer, 
and I see nothing wrong or illegal with farmers operating through 
a cooperative; quite the contrary. Today, however, we find in the 
dairy industry giant cooperatives which, under the law and the inter- 
pretation thereof, are able to accumulate vast surpluses because of 
their exemption from Federal income taxes. In the dairy industry 
I have witnessed the steady disappearance of taxpaying, privately 
owned companies through purchase by dairy cooperatives. Examples 
are so numerous that I do not believe it is necessary to single out 
any particular one. 

Obviously, private enterprise cannot compete with cooperatives if 
they are as efficient in their management as private enterprise has 
to be in order to survive. With at least a 52 percent tax advantage, 
the odds are too great, and it is my opinion that cooperatives are just 
as good citizens as anyone else and have no desire to avoid taxes and 
have an advantage not available to others. Neither should they be 
penalized. 

However, the law was so written that it was legal and the oppor- 
tunity was there and they have done the thing that most anyone else 
would have done, made use of what was available to them. 

In my long association in the dairy industry as an educator and 
as a manufacturing plant operator, I have also become thoroughly 
familiar with the viewpoint of the dairy farmers. One of the things 
that really concerns us is that there may be a lack of recognition 
of the fact that for the most part the farmers themselves are not 
being heard on this important issue. The professional cooperative 
spokesmen and attorneys have usually made the presentations before 
the Congress. We do not believe that these reflect the viewpoint of 
the member patron. 

It is our considered opinion that any effort that is made to place 
the tax burden on the farmer members will ultimately result in a great 
deal of resentment on their part. As a matter of principle we are 
opposed to this approach because we are entirely in accord with the 
decisions of the courts that have held that when a farmer gets nothing 
of value he, as a cash basis taxpayer, is not obligated to pay taxes 
on noncash allocations. The only reason for attempting to over- 
come these decisions by the imposition of the tax on the farmer is to 
free the cooperative corporation of any tax liability. Here again on 
principle this cannot be defended. 

The competing corporations that are fully taxed are placed at a 
terrific disadvantage and relief must be granted them. We think that 
the problem resolves simply to the issue: Where can the tax justly 
be imposed? We think that it should be levied at the business or 
corporate level. 

To me it is significant that in Sweden, the home of cooperatives, 
cooperative organizations pay income taxes to the Swedish Govern- 
ment. A high official of the Swedish Government said with respect 
to this: 

If a cooperative cannot compete in the marketplace without having an exemp- 
tion from taxes, it has no right to exist. 

I feel very strongly about the disappearance from the Federal tax 
roll of taxpaying entities which are acquired by cooperatives. This 
example has extended far beyond the dairy industry and not only 
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should it be corrected in the dairy industry, but it should be corrected 
generally. There should be equity in all things and it seems to me 
a very simple proposition that it is inequitable to permit cooperatives 
to compete with privately financed, taxpaying business enterprises on 
a basis which is unfair to corporate taxpayers and which puts the co- 
operative in a highly favorable position. 

In conclusion, it is hardly necessary to remind you that the finaacial 
position of the U.S. Government today clearly indicates the need for 
tax revenue wherever it can be legitimately found. 

I respectfully suggest that a substantial source of revenue, variously 
estimated as from $400 million to $1 billion, is available by the simple 
expedient of taxing cooperatives which manufacture, process, and 
distribute, thus departing from their original conception of being 
bargaining agencies. 

The Cuamman. Thank you, Mr. Castle, for bringing to us the 
statement of Mr. Turnbow. 

Mr. Castie. Thank you for the privilege. 

The Cuamman. Are there any oy pre of Mr. Castle? 

Mr. Mason. I just want to say, Mr. Castle, that I am in full accord 
with what Mr. Turnbow has said in this paper and I say amen to 
it. 

Mr. Castixv. Thank you, sir. I am sure he will be very gratified. 
I will report that to him. 

The Cuarrman. Mr. Joseph Parker. 

Mr. Parker, for purposes of this record, will you please identify 
yourself, 


STATEMENT OF JOSEPH PARKER, LEGISLATIVE CONSULTANT, 
NATIONAL GRANGE 


Mr. Parker. Yes. Mr. Chairman, I am Joseph Parker. I am 
legislative consultant to the National Grange. 

The CuHAarrman. We remember your appearances before the com- 
mittee in the past. We are pleased to have you back with us and 
you are recognized, sir. 

Mr. Parker. Thank you, Mr. Chairman. Mr, Chairman, the Na- 
tional Grange is pleased to have this opportunity to state to the com- 
mittee its views as to the taxation of noncash patronage refunds to 
the patrons of cooperatives. 

In view of the extensive consideration which has been given to this 
question by the committee and by prior Congresses, we do not wish 
to burden unnecessarily this committee with facts which we are sure 
this committee is quite familiar. We do wish, however, to present the 
current views and policies of the Grange. 

The policy of the National Grange is set forth in the following 
statement adopted at its 93d annual session held last November: 

Over the years the National Grange has emphasized the important role of co- 
operatives to the successful and economic operation of our farms and has en- 
couraged farmers to make greater use of farmer cooperatives as a means of in- 
ereasing their economic strength and well-being. The relative weakness in the 
bargaining power of farmers in relation to other segments of industry is due in 
large part to the failure of farmers to make greater use of the cooperative prin- 


ciple. Not only can farmers increase their bargaining position through coopera- 
tive action, but they can bring into action measures which will reduce costs, 
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increase marketing efficiencies, improve credit facilities, improve quality stand- 
ards, pool supplies, and expand market outlets. 

Acting separately, farmers have too small a voice in the distribution pat- 
tern and as a result tend to become the residual receiver of that part of the 
econsumer’s dollar which is not siphoned off by other forces in the distribu- 
tion channels. As a result, farmers have not been able to resist having passed 
back to them the rising labor and other costs involved in marketing the com- 
modities that farmers produce and sell. Consequently, the farmer’s share of 
the consumer’s dollar has continued to decline. The National Grange, there- 
force, reemphasizes the need for farmers to renew their efforts to make greater 
use of cooperatives as a means of mobilizing their economic strength. 
















INCOME TAX ON PATRONAGE REFUNDS 








The National Grange reaffirms its belief in the right of farmers through 
cooperatives to compete with other business enterprises and opposes any pro- 
posal the purpose or effect of which is to impose unfair taxes or restrictions 
on cooperatives. The Grange will continue to support efforts to give effect to 
the cooperative tax policy adopted by the Congress in the 1951 Revenue Act and 
to clarify the confusion and uncertainties concerning the taxability of noncash 
patronage refunds in the hands of members of cooperatives, in a manner which 
will give full and proper recognition to the fundamental character of coopera- 
tives to invest these refunds in their organizations. The Grange is opposed 
to measures which would attempt to restrict or impair the functioning of coop- 
eratives by requiring that patronage refund credits bear interest or which 
limit the period of time patronage refund certificates may remain outstanding. 

In enacting section 314 of the Revenue Act of 1951, the Congress laid down 
what everyone thought was a clear policy under which the earnings or income 
resulting from the operations of a cooperative would be subject to a single 
tax, and that such income when allocated to its patrons, whether in cash or 
noncash form, pursuant to a prexisting legal obligation to do so, is income to 
the patron and not to the cooperative. Thus the Congress by its action in- 
tended that liability for payment of an income tax on all margins resulting 
from the operations of a cooperative would be placed either on the cooperative 
or the patron. 

It was the intent of the Congress, as indicated by the report of the Senate 
Finance Committee, that funds allocated to the account of patrons, or paid 
in cash or merchandise, would be taxable to them. 

When a cooperative distributes its net margin to patrons on a patronage basis 
pursuant to a preexisting contract or legal obligation, such sums do not repre- 
sent income to the cooperative. When these sums are distributed in a noncash 
form pursuant to provisions in the bylaws, contracts, agreements or other 
legal obligations which authorize the cooperative to retain net margins under 
certain circumstances for capital needs, they represent in every respect an 
investment by the patron in the organization to the same extent as though 
each had been physically transferred to him and physically transferred back 
to the cooperative. Since the patron has agreed that his share of net margins 
may be retained as capital by the cooperative, the amount so retained repre 
sents an investment by the patron in the business. 


































In adopting this policy, the Congress again gave recognition to the 
fundamental character of the cooperative form of doing business and 
its unique adaptation to the needs of farmers. Farmers, through their 
cooperatives, are able to obtain some of the advantages of large-scale 
organization and an increase in bargaining power more comparable to 
that enjoyed by industry, business, and labor. The cooperative way of 
doing business enables farmers to obtain these advantages and at the 
same time maintain their own independence. 

As a result of two decisions by the U.S. Court of Appeals for the 
Fifth Circuit in which the court refused to recognize the fact that the 

taxpayer, under his agreement with the cooperative, had voluntarily 
bound himself to reinvest in the cooperative the funds represented 
by the noncash document, the Internal Revenue Service, without seek- 
ing review of these decisions by the Supreme Court, now says it will 
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no longer attempt to assess an income tax on patrons with respect to 
noneash patronage refunds which cannot be shown to have an inde- 
pendent ¢ ash market value. 

The issue thus presented to the committee is how to tax the net mar- 
gins which are reinvested by the patron in his cooperative. 

We believe it is unfortunate “that the Internal Revenue Service 
abandoned the position and the policy laid down by the Congress in 
the 1951 Revenue Act without having sought to obtain appropriate 
review by the Supreme Court in an effort to obtain judicial recogni- 
tion of the binding and legal effect of the agreements to reinvest law- 
fully entered into between cooperatives and their members. 

We believe that the policy of the Congress adopted in the 1951 act 
is sound, fair, and equitable, and that to clarify the confusion which 
now exists as a result of the Treasury’s decision not to attempt to ef- 
fectuate that policy because of the two adverse court decisions, the 
Congress should by appropriate legislative action spell out its policy 
in such a way as w ill require both the courts and the Treasur y Depart- 
ment to give full legal effect to agreements between cooperatives and 
their members under which patrons agree to and do reinvest their 
savings or income accruing to them from the operations of their 
cooperatives. 

We are strongly opposed to the legislative proposal recommended 
by the Treasury. It is in derogation of the fundamental character 
and purpose of the cooperative concept and would seriouly impair the 
ability of cooperatives to obtain capital from their members. It would 
invade the right of cooperatives and their members to conduct their 
affairs in their own best interests. 

The purpose of the Treasury Department to impair the ability of 
cooperatives to obtain capit: al through reinvestment by patrons of 
their earnings is revealed by the sts itement presented to this committee 
by Mr. Glasmann, Assistant to the Secretary, in which he stated: 

During the last session of the Congress, the Secretary of the Treasury sub- 
mitted to the Congress a legislative proposal which was intended to insure the 
ultimate payment of a single tax on cooperative income and which, at the same 
time, would limit the cooperative’s ability to expand from retained earnings 
that have not been taxed at the cooperative level. 

This demonstrates that it is the clear purpose of the Treasury De- 
partment to seriously weaken cooperatives by restricting the right of 
farmers to finance the operations of their cooperatives out of savings 
resulting from their participation in cooperative action. 

In conclusion, we believe that the most effective solution is to give 
full implementation to the policy adopted by the Congress in the 1951 
Revenue Act in a manner which will not impair the proper functioning 
of cooperatives, but which will give full legal effect to the contractual 
relationships and obligations established between cooperatives and 
their patrons, and thereby result in either the cooperative or the patron 
becoming liable for the payment of income tax on all margins result- 
ing from the operations of cooperatives. 

Thank you very much, Mr. Chairman. 

The Cuarrman. Mr. Parker, we thank you, sir, for bringing to us 
the views of the National Grange on this matter. 

Are there any questions of Mr. Parker? 

Mr. Bosch ¢ 
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Mr. Boscu. Mr. Chairman, I received a communication from the 
Management Analysis Co., 10 East 40th Street, New York City, deal- 
ing with the problem of the cooperative legislation and citing certain 
rules and regulations and court decisions, and I ask unanimous con- 
sent to incorporate this communication in the record. 


The Cuarrman. Without objection, it will be made a part of the 
record at this point. 


(Information referred to follows :) 


MANAGEMENT ANALYSIS Co., 
New York, N.Y., February 3, 1960. 
Hon. ALBERT H. Boscu. 
House of Representatives, 
Washington, D.C. 


DEAR Mr. Boscu: This is strictly none of my business, but since Congress is 
considering taxation of cooperatives, I would like to mention a point on which 
the Court of Claims and the Internal Revenue Service are in disagreement. 
Some steps toward clarification may be in order and I thought the question 
could properly be suggested to you. 

Copies of court decision and revenue ruling overruled (?) by court, are 
enclosed. 

Several groups of tax-exempt institutions have set up nonprofit joint pur- 
chasing agencies for the purpose of buying supplies, furniture, etc. There are 
perhaps a dozen of these in the country. Some of them are set up as coopera- 
tives. (Some are nonstock membership corporations. ) 

These are nonprofit joint agencies of tax-exempt hospitals, colleges, etc. 
They have no customers except tax-exempt institutions who are members, and 
until the 1950’s they were generally regarded as tax-exempt agencies of their 
parent institutions. 

From a business viewpoint they are all small (the largest, grown from 8 to 
1,000 college members, has transactions of only $6 million a year) and I think 
their chief importance lies in the comparative information as to prices and 
quality they provide their members. 

However that may be, they refund to their members all funds they receive 
in excess of (1) operating expense and (2) the cost of equipment facilities needed 
to carry out their joint functions for their members. 

This excess is not income. Where there is no dealing with nonmembers the 
refund is regarded as a price reduction according to the Internal Revenue Service 
(IT 3208, 1938-33-9502). 

The Court of Claims decision and the previous revenue ruling 54-305 (copies 
enclosed) furnish further details of their typical operation. 

There are three questions which you may feel merit some consideration. 

1. Are these joint nonprofit agencies of tax-exempt institutions tax exempt 
themselves (like a college bookstore) because they are carrying on a necessary 
incidental activity which concededly would be proper for their members 
individually? 

Or, as the revenue ruling suggests, are they taxable because they are jointly 
operated for their members and because one college which, for example, supplied 
laundry service for another, would be carrying on an unrelated business and 
would pay tax on profits so derived (as per IRC 501(b)? Note, however, that 
this requires profits and, if dealings are only with members, there are no 
profits according to the revenue ruling IT-3208 except possibly to the extent 
funds are spent for equipment and facilities for the joint benefit of the members 
instead of being refunded in individual cash payments. 

2. If not tax exempt, are they taxable on money amounts in excess of current 
operating expenses plus individual cash refunds, if such amounts are entirely 
used to obtain equipment and facilities reasonably necessary to carry on their 
joint function for their tax-exempt members? 

3. If not tax exempt, and if taxable as mentioned in item 2, should they be 
grouped with other cooperatives for tax purposes notwithstanding the fact 
that their only function would be a proper, incidental, individual function of 
their tax-exempt members, that they have no other customers, and for years 
have operated on a nonprofit basis without any gain or profit to any private 
shareholder or individual? 

Sincerely, 
GERARD A. OSBORNE. 
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REGULATIONS 118, Section 39.101-2: Limitations Rev. Rul. 54-305 
on exemption. 


“A corporation organized and operated for the primary purpose of operating 
and maintaining a purchasing agency for the benefit of its otherwise unrelated 
members who are exempt from Federal income tax as charitable organizations, 
is engaged in business activities which would be unrelated activities if carried 
on by any one of the tax-exempt organizations served. Therefore, the corporation 
is not entitled to exemption under section 101(6) of the Internal Revenue Code.” 

Advice is requested whether a corporation organized and operated for the 
primary purpose of operating and maintaining a purchasing agency for the 
benefit of its otherwise unrelated members who are exempt from Federal income 
tax as charitable organizations, is itself exempt from Federal income tax under 
the provisions of section 101 of the Internal Revenue Code. 

The purposes of the instant organization are to secure for hospitals and other 
charitable institutions the advantages of cooperation in establishing uniform 
standards as to quality and kind of supplies and the purchasing of the same in 
accordance with definite specifications and agreements; also to promote the 
economical and efficient administration of hospitals and other institutions and to 
establish and maintain a central purchasing agency. Any hospital or similar 
institution not conducted for profit and engaged in whole or in part in charitable 
work is eligible for membership. The organization’s income is derived from dues, 
cash discounts on purchases for members, and service charges. Substantial 
profits are realized by the organization from these operations. Only a portion 
of such profits are distributed by the organization to its members. 

Section 101 of the Code provides in part that: 

“An organization operated for the primary purpose of carrying on a trade or 
business for profit shall not be exempt under any paragraph of this section on 
the ground that all of its profits are payable to one or more organizations exempt 
under this section from taxation, * * *” 

Section 39.101-2 of Regulation 118 construing such section of the law provides 
in part that if a subsidiary organization of a tax-exempt organization would 
itself be exempt on the ground that its activities are an integral part of the 
exempt activities of the parent organization, its exemption will not be lost 
because, as a matter of accounting between the two organizations, the subsidiary 
derives a profit from its dealings with its parent organization, for example, a 
subsidiary organization which is operated for the sole purpose of furnishing 
electric power used by its parent organization, a tax-exempt educational organ- 
ization, in carrying on its educational activities. However, the subsidiary 
organization is not exempt from tax if it is operated for the primary purpose 
of carrying on a trade or business which would be an unrelated trade or business 
(that is, unrelated to exempt activities) if regularly carried on by the parent 
organization. For example, if a subsidiary organization is operated primarily 
for the purpose of furnishing electric power to consumers other than its parent 
organization (and the parent’s tax-exempt subsidiary organizations), it is not 
exempt since such business would be an unrelated trade or business if regularly 
‘arried on by the parent organization. Similarly, if the subsidiary is owned by 
several unrelated exempt organizations, and is operated for the purpose of 
furnishing electric power to each of them, it is not exempt since such business 
would be an unrelated trade or business if regularly carried on by any one of 
the tax-exempt organizations. 

In determining whether an organization is subject to tax under the Federal 
statutes the facts involved in each case must be carefully considered. In the 
instant case the activities of the organization concerned consist primarily of 
the purchase of supplies and the performance of other related services for the 
several otherwise unrelated charitable organizations that constitute its mem- 
bership. It is apparent that such activities in themselves cannot be termed 
charitable, but are ordinary business activities. 

Under the provisions of section 101 of the Code an organization which is 
operated for the primary purpose of carrying on a trade or business for profit 
is not exempt from Federal income tax, notwithstanding that any profits derived 
are paviable to one or more exempt organizations. Furthermore, under the regu- 
lations which interpret such section, it is clear that a corporation formed to 
service several tax-exempt organizations is not itself exempt if the services 
performed would be unrelated activities if carried on by any one of the tax- 
exempt organizations served. 
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Accordingly, it is held that a corporation organized and operated for tlie 
primary purpose of operating and maintaining a purchasing agency for the 
benefit of its otherwise unrelated members, who are exempt from Federal income 
tax as charitable organizations, is engaged in business activities which would 
be unrelated activities if carried on by any one of the tax-exempt organizations 


served. Therefore, the corporation is not entitled to exemption under section 
101 of the Internal Revenue Code. 


(§ 9194) Hosrrrat Bureau or STANDARDS AND SUPPLIES, INCORPORATED 1. 
THE Unirep States, Unirep States Court or Ciarms, No. 478-54, 1/15/58. 
(1939 Copg, Sec. 101(6)—Same as 1954 Cone, Sec. 501(c) (3) ) 


Exempt organizations: Nonstock membership corporation buying hospital sup- 
plies and performing research services for charitable hospital members. The 
taxpayer, a nonstock corporation whose members consisted of charitable hospitals, 
bought supplies for its members at a discount and performed for them research 
and technical services, related to standards of quality and price of supplies. 
Its income, from dues, cash discounts from suppliers, and service charges on 
“jobbing” items, was returned to members in the form of patronage dividends to 
the extent that the income exceeded operating expenses. The taxpayer was 


neither a subsidiary organization operated for the purpose of carrying on an 
unrelated business nor a feeder organization carrying on a business for profit. 
It was, therefore, exempt as a charitable organization. Back references: 
§§ 3033.30 and 3204.10. 

Melber Chambers (Ralph K. Smith, Jr., on brief) for plaintiff. John A. Rees, 


Acting Assistant Attorney General John N. Stull (James P. Garland, on brief), 
for defendant. 


OPINION 


Jones, Chief Judge, delivered the opinion of the court: The Hospital Bureau 
of Standards and Supplies, Incorporated, brings this action to recover Federal 
income taxes paid by it for the calendar years 1952 and 1953. Exemption from 
such taxes is claimed by the plaintiff under the provisions of section 101(6) of the 
Internal Revenue Code of 1939. That portion of section 101(6) relevant to a 
determination of the issue here presented provides a tax exemption for “Corpo- 
rations, * * * organized and operated exclusively for * * * charitable * * * 
purposes, * * *.”* The Government challenges the assertion that plaintiff's 
activities were exclusively charitable in nature. It is further argued by the 
Government that should the plaintiff be designated a charitable organization it 
has, nevertheless, failed to sustain the burden of proving that it was so organ- 
ized and operated during the years in question. 

The plaintiff was incorporated under the Membership Corporations Law of the 
State of New York in 1934. Since that time, its principal place of business has 
been in the city of New York. The bylaws of the plaintiff, set forth in finding 4, 
provide: 

“Section 1. Any hospital or similar institution not conducted for profit, and 
engaged in whole or in part in charitable work, is eligible to membership in this 
Corporation as an institutional member.” 

Findings 5 and 8 indicate that plaintiff was established as a successor in an 
organization of a similar name. Twelve directors, each residing at a different 
hospital, were named in plaintiff’s certificate of incorporation. The certificate 
also specified that the plaintiff was not organized for “pecuniary profit.” 

To implement its express purposes, quoted in finding 5, the plaintiff initiates 
purchasing or “jobbing” arrangements with various suppliers, whereby the 


1 § 101: Exemption from tax on corporations. 
*-*s* * 


(6) Corporations, and any community chest, fund, or foundation organized and oper- 
ated exclusively for religious, charitable, scientific, literary, or educational purposes or for 
the prevention of cruelty to children or animals, no part of the net earnings of which 
inures to the benefit of any private shareholder or individual, and no substantial part of 


the activities of which is carrying on propaganda, or otherwise attempting to influence 
legislation. * * * 
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member organizations can purchase hospital supplies as a group and thus realize 
savings not possible under individual purchases. Under this plan the merchan- 
dise is shipped directly to the hospitals but the invoices are sent to the plaintiff. 
To take advantage of discount savings, the plaintiff promptly pays the invoices 
and later collects from the members which have ordered and received the sup- 
plies. Rather than permit release of information as to net prices and thereby 
create friction between the plaintiff and its suppliers and between the suppliers 
and their competitors, the plaintiff adopted a policy in 1945 of billing its member 
hospitals at a higher price than that paid to the suppliers. The excesses result- 
ing from collections from members, known as “patronage refunds,” are credited 
to them, and they receive a credit memo or check at the end of each quarter. 

In addition, the plaintiff maintains a research department to establish uniform 
standards as to the quality and price of supplies ordinarily used by the member 
institutions. Laboratory and service tests are conducted which frequently result 
in improved economy and use of materials. This information is passed along 
to the member hospitals to be used in selecting the items they customarily 
purchase. Material on the conservation of hospital equipment is also available 
to the members. Special technical consultant service is offered by the plaintiff. 
In addition to its publications, the plaintiff also maintains contact with its mem- 
bers through field representatives who make personal calls at member hospitals 
to discuss problems related to the plaintiff’s services. 

The plaintiff derives an income from dues paid by its member institutions, 
from cash discounts secured through prompt payment to suppliers, and from a 
service charge on all “jobbing” items. Income in excess of operating expenses 
is retained in a revolving fund for purchases for members. Being a membership 
corporation, the plaintiff has no capital stock, has no stockholders, and pays no 
interest or dividends of any kind. The executive director is the only officer 
receiving a salary from the plaintiff corporation, and only those employees who 
are actually and wholly engaged in the daily operation of the plaintiff are com- 
pensated for their services. The membership of the Hospital Bureau of Stand- 
ards and Supplies, Incorporated, consisted of 207 institutions in the year 1952. 

Unquestionably the technical analysis and purchase of hospital supplies from 
suppliers are necessary and indispensable to the operations of the plaintiff's 
member hospitals. It was with a view to provide this highly specialized service, 
that the plaintiff was incorporated. We have confirmed in finding 16 that plain- 
tiff’s activities effected savings to its member institutions. Where the taxpayer 
is engaged in a business enterprise that bears a close and intimate relationship 
to the functioning of a tax-exempt educational institution, it has been held that 
the taxpayer is entitled to an exemption as an educational institution within 
the meaning of section 101(6) of the Internal Revenue Code of 1939. Squire v. 
Students Book Corporation, 191 Fed. (2d) 1018 (51-2 USTC P9473). The facts 
in that case overturn the Government’s argument that the Hospital Bureau of 
Standards and Supplies, Incorporated, was not an integral part of the operations 
of its hospital members since “it performed no hospital services.” There the 
taxpayer was a corporation organized to operate a bookstore and restaurant on 
the campus of a State college, and whose profits were to be utilized primarily 
in constructing a student union building which was to become State property. 
Squire v. Students Book Corporation, supra. The fact that the taxpayer did not 
render “educational services’ was not controlling in that decision. The Tax 
Court has likewise extended recognition to the view that the activities of a 
taxpayer need not involve “educational services,” to the extent of providing 
formal instruction under the supervision of a regular faculty, as the Govern- 
ment’s argument would lead us to believe, in order to qualify for exemption 
as an educational institution under the provision of section 101(6) of the Inter- 
nal Revenue Code of 1939. Forest Press, Inc. v. Commissioner of Internat 
Revenue, 22 T.C. 265 (CCH Dec. 20, 322). Furthermore, the fact that the tax- 
payer claiming an exemption realizes a profit during the taxable year is not 
sufficient in itself for disallowing the exemption. Forest Press, Inc. v. Commis~ 
sioner of Internal Revenue, supra. 
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(Subsidiary Carrying on Unrelated Business) 


We question the applicability of Treasury Regulations 111, § 29.101-3(b), sub- 
sequently incorporated as § 39,101-2(b) of Regulations 118 to a membership 
corporation where the members are engaged in related charitable activities.’ 
Here the plaintiff is composed entirely of member hospitals. Its services are 
available only to the member institutions. To construe the Regulations as deny- 


ing exemption in this particular case would require distortion of the language 
employed. 

















(“Feeder” Organization) 








Whether the plaintiff loses its exemption as a result of the “feeder organiza- 
tion” amendment of the Revenue Act of 1950, section 301(b) involves a question 
of fact as to whether it was an “organization operated for the primary purpose 
of carrying on a trade or business for profit” during the years in question’ 
The nature of plaintiff’s activities, essentially involving the evaluation and pur- 
chase of necessary hospital supplies for its member organizations, and its corpo- 
rate and financial structure, a membership corporation without capital stock and 
stockholders, paying neither interest nor dividends, compensating only its execu- 
tive director and employees engaged in its daily operations, with its income in 
excess of operating expenses returned to its members in the form of “patronage 
refunds” or retained in a revolving fund to be used exclusively in purchasing 
items for members are not the indicia of an organization operating for the pri- 
mary purpose of carrying on a trade or business for profit. At most, the plain- 
tiff was performing a function which each of its member hospitals would have 
to assume were it not for the plaintiff’s existence. Our findings 11 and 12 that 
plaintiff executed Federal income tax returns for the calendar years 1952 and 
1953, reporting net incomes of $11,625.49 and $10,362.17, respectively, are to be 
considered, of course, but they are not decisive on this issue. Forest Press, Inc. 
v. Commissioner of Internal Revenue, supra. We are here not dealing with a 
business carried on for profit with the profit directed to charity, as we con- 
sidered in the case of Dillingham Transportation Building v. United States, 146 
Fed. Supp. 953 (Ct. Cls. No. 110-52, decided January 16, 1957) (57-1 USTC 
P9322), and Knapp Brothers Shoe Manufacturing Corporation v. United States, 
135 Ct. Cls. 797; 142 Fed. Supp. 899 (56-2 USTC P9775). When all phases of 
the plaintiff’s activities during the taxable years are taken into account, we feel 
compelled to hold that it was not an organization operating for the primary 
purpose of carrying on a trade or business for profit. 


















































































(Stipulation) 


This Government contests our finding that plaintiff was comprised entirely of 
tax-exempt charitable hospital members. The case was submitted on stipula- 
tion. Statements in the record by the Commissioner of Internal Revenue refer 
to the members of plaintiff as having “* * * established an exempt status for 






















2Treasury Regulations 111. 
part as follows: 


“* * * Tf a subsidiary organization of a tax-exempt organization would itself be exempt 
on the ground that its activities are an integral part of the exempt activities of the parent 
organization, its exemption will not be lost because, as a matter of accounting between the 
two organizations, the subsidiary derives a profit from its dealings with its parent organ- 
ization, for example, a subsidiary organization which is operated for the sole purpose of 
furnishing electric power used by its parent organization, a tax-exempt educational organ- 
ization, in carrying on its educational activities. However, the subsidiary organization is 
not exempt from tax if it is operated for the primary purpose of carrying on a trade or 
business which would be an unrelated trade or business (that is, unrelated to exempt 
activities) if regularly carried on by the parent organization. For example, if a subsidiary 
organization is operated primarily for the purpose of furnishing electric power to con- 
sumers other than its parent organization (and the parent’s tax-exempt subsidiary organ- 
ization), it is not exempt since such business would be an unrelated trade or business if 
regularly carried on by the parent organization. Similarly, if the subsidiary is owned by 
several unrelated exempt organizations, and is operated for the purpose of furnishing elec- 
tric power to each of them, it is not exempt since such business would be an unrelated 
trade or business if regularly carried on by any one of the tax-exempt organizations.” 

8 The Revenue Act of 1950. c. 994, 64 Stat. 906 § 201(b) provides: 

FEEDER ORGANIZATIONS.—Section 101 is hereby amended by adding at the end thereof the 
following paragraph: 

“An organization operated for the primary purpose of carrying on a trade or business 
for profit shall not be exempt under any paragraph of this section on the ground that all 
of its profits are payable to ene or more organizations exempt under this section from tax- 
ation. For the purpose of this paragraph the term ‘trade or business’ shall not include 


the rental by an organization of its real property (including personal property leased with 
the real property).” 


§ 29.101-3(b), promulgated August 4, 1952, provides in 
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Federal income tax purposes as charitable institutions” and as being “the sev- 
eral charitable organizations that constitute your (plaintiff's) membership.” 
The record contains other joint exhibits wherein the plaintiff states that it is 
composed of tax-exempt, charitable institutions. There is nothing in the record 
to contradict this evidence. We believe that the plaintiff has sustained its 
burden of proof in this respect. 

Plaintiff is entitled to recover, together with interest thereon as provided by 
law, and judgment is entered to that effect. The amount of recovery will be 
determined pursuant to Rule 38(c). 

It is so ordered. 


Reed, Justice (Ret.), sitting by designation; Madden, Judge; Whitaker, 
Judge; and Littleton, Judge, concur. 


(Findings of Fact and Conclusion of Law omitted.—CHH) 


The CuHatrMan. Our next witness is Mr. Harold F. Garner. 
Mr. Garner, please identify yourself for the record by giving us your 
name, address, and capacity in which you appear. 


STATEMENT OF HAROLD F. GARNER, PRESIDENT, INTERNATIONAL 
CHEMICAL WORKERS UNION LOCAL 644, AFL-CIO, HENDERSON, 
KY. 


Mr. Garner. Mr. Chairman and honorable members of the com- 
mittee. My name is Harold F. Garner. I am president of Local 644 
of the International Chemical Workers Union, AFL-CIO, at Hender- 
son, Ky. I am employed as a maintenance mechanic at the Hender- 
son Works of Spencer Chemical Co. and have been employed by this 
company since 1950 when this plant was purchased by its present 
owner. 

There are 146 members in our local and they instructed me to re- 
quest permission to make this presentation at your hearing. On their 
behalf I want to thank the committee for this chance to be heard. 

I am not an expert on income tax matters, nor am I an expert on 
cooperatives, but cooperatives are important to us because our union 
members are employed by a corporation whose products are marketed 
in direct. competition with some of the products manufactured by cer- 
tain manufacturing co-op owned plants. 

We have been able to gain and maintain a status with our company 
that we are proud of and, likewise, are proud of the company which 
employs us. The past few years have proven to us that a situation 
exists that will have to be corrected in order for us to stabilize our 
employment. positions. 

At our Henderson, Ky., plant we make ammonia, nitrogen solutions, 
et cetera. The plant we work in is very similar to the six plants 
making almost these same products located in Mississippi, Kansas, 
California, and Minnesota, operated by co-ops. Our company op- 
erates similar plants at Vicksburg, Miss., and Pittsburg, Kans. 

Since 1957 at the Henderson Works, we have had to shut down our 
plant a total of 145 days and lay off during this period a total uf 203 
people. In Mississippi, those folks have had 72 days of layoff in this 
period, and in Kansas they have also had a layoff. 

We know that over a period of time, in most. businesses it is neces- 
sary to shut a plant down because of overproduction, but. what makes 
us most. concerned is that while we are experiencing these shutdowns, 
the cooperatives are actually expanding all over the country. Doesn’t 
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this prove that their Federal tax exemption is proving advantageous 
as well as profitable ? 

None of my members, along with myself, can understand why the 
plant we work for operates under different kinds of laws than those 
of the cooperative plants. The jobs we have to do are the same as the 
jobs men have to do in these other plants. It takes as much money 
to build the co-op plants as it does to build the plant we work in. 
Yet, when it comes to selling the product manufactured from these 
plants, I understand that the co-ops are able to pass along income 
they receive from the sale of their products to their owners without 
having to pay the same Federal income tax that is required of our 
owners. 

We feel that the Government is making our jobs less secure with 
this tax law discrimination, and don’t think that this is the spirit of 
fair play or free enterprise. We work hard to keep the cost of our 

roducts as low as possible because our jobs depend on the company 

ing able to sell at a competitive price. Out of this price all salaries 
are provided, sufficient money to maintain research and other planning 
activities and, last but not least, our shareholders have to realize some 
profit for the capital they have invested to make our plant possible. 
This last portion is distributed after our company has paid their 
Federal income taxes. 

I wonder if our Government officials have ever planned on what 
will happen in the future when all these shareholders decide to invest 
their money in co-ops instead of corporations. Where, then, would 
the Government get its money to operate on? 

If this law remains as it 1s, wouldn’t the man with money be very 
foolish to place his capital in an organization that would yield him 
profits after the Federal income taxes have been paid when he can 
Just as well place his money in a cooperative that will yield him profit 
without paying these taxes? 

I have read that the co-ops say that they really make no income, 
that it belongs to the patrons, and because of that they are exempted. 
We don’t believe that these so-called patrons have placed their money 
in these business ventures because it is their favorite charity, but 
because they hope to realize a profit from their investments. 

We respectfully request the members of this committee to ask them- 
selves this question: Why two identical plants making the same prod- 
ucts, under the same Government, should have two different tax laws? 

We all know that they were built in the hope they would make 
money for someone or they would not have been built at all. That 
rather gives the co-op folks who are investing their money the ad- 
vantage over the investors of our company. 

My members and I want to make it perfectly clear that we have 
no quarrel or question over the fact that our company is required 
to pay Federal income taxes, nor do we have any hard feelings toward 
co-ops. We do feel it our duty to request that the difference in the 
tax laws concerning our co-ops be corrected. We fee] that it is very 
unfair, and is jeopardizing our future jobs as well as that of our 
Government. 

All we ask is that the members of this committee take some action 
which will correct this situation. We do not feel that this will hurt 
co-ops because our business has done pretty well while paying their 
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share of Federal income taxes and, in the same turn, our Government 
will be gaining. 

Weare all confident that Members of Congress will recognize the im- 
portance of this unfair tax problem and will take immediate measures 
to correct it. 

Thank you, gentlemen, for the opportunity to be heard. 

The CuArrman. We thank you, Mr. Garner, for bringing to us the 
views of your local union organiaztion at Henderson, Ky. 

Are there any questions of Mr. Garner ? 

Mr. Harrison will inquire. 

Mr. Harrison. Do you have a credit union ? 

Mr. Garner. Yes, sir; we do. 

Mr. Harrison. Do you think they ought to pay a corporate income 
tax? 

Mr. Garner. Sir, if we invested our money in a manufacturing 
product, I would say we should pay taxes on it. 

Mr. Harrison. But engaged in the banking business it should not? 

Mr. Garner. Sir, I am not a tax expert or anything like that, but if 
we were in direct competition with some manufacturing outfit, then 
I think we should be taxed. 

Mr. Harrison. If you are in direct competition with a banking 
corporation, you should not be; is that right ? 

Mr. Garner. Well, I am just not an expert. 

Mr. Harrison. Allright. Thank you very much. 

Thank you, Mr. Chairman. 

The CHarrman. Are there any further questions? 


Mr. Alger will ee 


Mr. Aucer. Mr. Garner, I cannot let the opportunity pass to com- 
pliment you for this statement, a sincere compliment. f am one of 
those that the AFL-CIO continuously finds 100 percent wrong by 
their yardstick on the certain issues they pick, and yet I find myself 
in sympathy with many viewpoints the working people hold. I am 
certainly with you on this and I compliment you. 

Mr. Garner. Thank you very much. 

Mr. Auger. Thank you, Mr. Chairman. 

The Cuairman. Are there any further questions? 

Again we thank you, Mr. Garner. 

Mr. Garner. Thank you, 

The Cuarrman. Mr. John E. Noakes. 

Mr. Noakes, for purposes of the record, will you identify yourself by 
giving us your name, address, and the capacity in which you appear? 


STATEMENT OF JOHN E. NOAKES, COUNSEL, DAIRYMEN’S LEAGUE 
COOPERATIVE ASSOCIATION 


Mr. Noaxes. Mr. Chairman, my name is John E. Noakes. I am 
legal counsel for the Dairymen’s League Cooperative Association from 
New York City. 

The CHarrman. You are recognized, Mr. Noakes. 

Mr. Noakes. Gentlemen, you are this week hearing testimony upon 
a subject which, although involving relatively little revenue to the 
Federal Treasury, can, if unwisely on hastily concluded, adversely 
affect the operations and perhaps the very existence of organizations 
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which represent hundreds of thousands of the farmers of this country. 
Such a result, I am certain, you do not want to inflict upon so im- 
portant a part of our Nation’s economy, its farmers. 

I represent the Dairymen’s League Cooperative Association, Inc., a 
milk marketing cooperative of some 18,000 dairy farmers who produce 
milk for sale in Metropolitan New York and its nearby markets. 

Our cooperative, since its founding in 1919, has for 40 years pro- 
vided for dairy farmers of the Northeast a strong bargaining and 
marketing agent. Any legislative proposals which you now, or may, 
have under consideration will bear directly upon the past investment 
and future earnings of our members, who have for these many years 
nourished and developed their cooperative to give them a strong voice 
in the market place. 

You have heard, and will hear, this week many charges made that 
cooperatives and their members are escaping taxes and, more par- 
ticularly, that the issuance of patronage dividends, in the form of 
worthless stock or certificates, results in tax-free income. These are 
the careless accusations of people who compete with cooperatives and 
who are seeking in every way possible to paint a distorted picture 
and to drive a w vedge between the farmer and his cooperative. 

I resent such charges and I want to dispel them, at least as far as 
one cooperative is concerned. ‘The Dairymen’s League, pursuant to 
its bylaws and marketing contract between it and its individual mem- 
bers, presently deducts e: each month 10 cents per hundredweight ro 
the sale of the milk of its members, and at the close of its fiscal ye 
issues to such a member a certificate of indebtedness. This certiffic ate 
is in the form of an absolute promise to pay the face amount 10 years 
from the date of issue. It is negotiable and it bears interest at 4 per- 
cent per annum. It is subject to redemption upon call, and for the 
past few years such certificates have been called for payment at the 
end of their eighth year, or 2 years prior to their due date. 

In the past 38 years, certificates of indebtedness have been issued in 
the total amount of $89,012,159, and to date the certificates which 
have matured or been earlier called for payment total $65,231,360. 
Those outstanding, but not yet matured or called, represent, there- 
fore, the issues of the last 8 years and amount to approximately $24 
million. 

In addition to payments made upon maturity or upon call, our 
cooperative has paid out in interest on its certificates, during this 38- 
year period, a total of $21,443,913. 

Over this period of time, net margins, totaling $12,937,526, have 
been distributed as a “13th check,” always in cash, never in paper. 

The certificates of indebtedness of the association enjoy a high 
degree of marketability. Many small investment houses advertise 
to purchase them. They are actively traded, and they are held in 
the investment portfolios of many trusts, charitable and educational 
institutions, banks, other cooperatives, and private investors. 

For many years the association has repurchased, upon request, the 
certificates of members when death, retirement, hard times, or other 
reasons compel their disposition. 

For example, in the last 5 years we have paid out upon the repur- 
chase of such certificates $1,157,390. To our members, I am certain 
that the integrity of these certificates is unquestioned. 
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Gentlemen, I submit that the patronage dividends or other dis- 
tributions of this and many other cooperatives cannot be honestly 
called worthless or without value. I think that this is not a fair 
impression to create before your committee, and I urge you to view 
with great skepticism the reckless and irresponsible charges that. co- 
operatives do not distribute sound evidences of equity to their members 
and patrons. 

Your committee has before it H.R. 7875, commonly referred to as 
the Treasury bill, which would presume to dictate the terms and con- 
ditions of the patronage dividends arising from the relationship be- 
tween a farmer and his cooperative. It would require that only those 
dividends could be deducted from the cooperative corporate tax lia- 
bility which were evidenced by a certificate payable in 3 years under 
an absolute promise to pay, interest bearing and negotiable. 

This proposal is pathetically unrealistic. 

My own organization, for instance, would have to reduce its payoff 
period from 8 years—or 10, if not called before maturity—to 3 years, 
or pay a corporate tax upon its retains. 

The result of this abrupt shortening of our revolving fund period 
would be catastrophic, requiring us to raise for distribution approxi- 
mately an additional $15 million in cash over a 5-year period. To do 
so would force us to borrow heavily, dispose of facilities, or sell out 
to those who would see this taxload on cooperatives become as bur- 
densome as possible. Many a cooperative, each with its own form 
and manner of financing, would immediately be put out of business. 

Surely the Treasury of the United States cannot seriously ask its 
Congress to strike such a mortal financial blow at our farm popula- 
tion. 

Your problem is not without solution. A fair review of the legis- 
lative history of the 1951 amendments to the Internal Revenue Code 
clearly establishes that Congress at that time intended to impose a 
tax, at individual rates, upon the income of the recipients of patron- 
age dividends issued by cooperatives. That this intention has been 
so tragically frustrated is the product of inconclusive statutory lan- 
guage, vacillating Treasury policy and, concededly, the lack of under- 
standing upon the part of many farmers. 

This would be an appropriate time to repair that damage by a re- 
vision of the code which, concisely but clearly, would state that the 
member or patron dealing with a cooperative agrees to accept his 
patronage dividend in a form prescribed by the bylaws, membership 
contract, or other agreement or notice, and thereby assume to be liable 
for taxes upon the face amount thereof. This would legislate without 
strain, ambiguity or questionability, the policy carefully considered 
and apparently enacted by Congress in 1951. 

Gentlemen, you are annually appropriating billions of dollars to 
support and stabilize our agricultural economy. Yet you are, here 
today, entertaining proposals on how to guarantee to the Treasury an 
estimated annual $30 to $40 million tax revenue from farmers who, 
through their cooperatives, are trying to help themselves. 

In the final analysis, aren’t you really trying to establish a prin- 
ciple rather than raise revenue money ? 

If so, I believe that farmers are ready to bear their share of the tax- 
load, pitiful though that share may be. I know that our farmers feel 
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that way. Cooperatives are their creation, and subject to desertion, 
dissolution, or change, at their will. The income belongs to the farmer, 
and if it is taxable, he prefers paying that tax to having his coopera- 
tive pay twice as much. If you choose to cripple the operation of his 
business organization, you most assuredly are taking money out of his 

ocket. 
: I submit that you should clarify the law, not change it; silence the 
critics, and lay this problem to rest once and for all. 

I thank you very much for the opportunity to appear. 

The Cuarrman. Mr. Noakes, we thank you, sir, for your statement. 

Are there any question of Mr. Noakes? 

Mr. Harrison. Yes. 

The CHatrman. Mr. Harrison. 

Mr. Harrison. As I understand, the patronage dividends as issued 
by your cooperative have value at the time they are issued ? 

Mr. Noakes. Yes; they do. 


Mr. Harrison. How do you maintain that when so many of them 
do not ? 

Mr. Noaxes. That perhaps is a financing arrangement that has es- 
tablished itself over a period of time. 

Actually, we have attempted, as I mentioned in my statement, to 
provide a market for these securities for our members who for one 
reason or another cannot hold onto them. We actually quote a price 
which that member can sell that paper for at any time. 

Mr. Harrison. You maintain a value for those patronage certifi- 
cates from the time they are issued ? 

Mr. Noakes. The value is maintained not only by our own willing- 
ness to buy them back, but by the willingness of the general market 
to buy them and trade them. 

Mr. Harrison. Do they have a due date? 

Mr. Noaxes. They have a definite due date of 10 years and they have 


been redeemed upon the option or call periodically now for some time 
at the end of the eighth year. 


Mr. Harrison. Do they bear interest ? 

Mr. Noaxrs. They bear interest at 4 percent. 

Mr. Harrison. Thank you, sir. 

The Cuatrman. Are there any further questions ? 

Mr. Byrnes. 

Mr. Byrnes. Maybe you can give us some information on the sales. 
Are they discounted generally 

Mr. Noakes. Yes, the sales are discounted. 

Mr. Byrnes. Can you give us any idea what the present discount 
would be on certificates of recent issue ? 

I suppose that varies with the due date. 

Mr. Noakes. With the year. 

Mr. Byrnes. With the year? 

Mr. Noakes. They will usually set a floor. Usually the going price 
is a little better, but the actual price which we are quoting now, and 
this is of April 1959, upon the issuance of the 1969 series—at that time 
the 1962 is the oldest series out because there are only 8 years outstand- 
ing—on the 1962, which is the most immediate to become due and will 
in all eventuality be called this year, is a price of 9614 percent of its 
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face value, on April 1, 1959, and that ranges down to the one which is 
just issued that very date to 93 percent of its face value. 

Mr. Byrnes. Ninety -three percent on a 10-year certificate. 

Mr. Noakes. It is staggered all the way out a half percent. It goes 
from 93 percent to the newest issues to 9814 percent to the oldest out- 
standing issue. 

Mr. Byrnes. Do you find that many are brought in for redemption 
on the basis of the floor that you set, or is most of it transacted in the 
general market and discounted at banks or some other place ? 

Mr. Noakes. There is a considerable percent that comes in, as I say, 
for one reason or another. 

As I recall, there are no restrictions upon an original holder who 
wishes to return it to the company. In turn, it must on some occasions 
be sold out in order to maintain the necessary cash flow. We do not 
buy or deal in securities that are held by other people that have been 
transferred by the original holders. That is a service to the original 
holder. 

Mr. Byrnes. How do you treat it in the hands of the cooperative 
where the cooperative is the purchaser of a certificate at discount? 

Mr. Noakes. The actual mechanics of this, in order to handle it 
properly, are done through a subsidiary organization which is not 
actually associated with the cooperative except as a subsidiary. The 
trading in the certificates is done by that organization. 

Mr. Byrnes. Is it a cooperative ? 

Mr. Noakes. It is a cooperative because it is within the permitted 
cooperative laws. 

Mr. Byrnes. You have a liability of $100, let’s say, and you pay the 
individual who brings it in $94. You really show a gain on your books 
then of $6? 

Mr. Noaxes. No; because a liability, as you see, is on the books of 
the parent corporation. The liability for the $100 has been set up on 
those books. 

Mr. Byrnes. However, eventually that subsidiary does turn it in to 
the parent ? 

Mr. Noaxes. That is right. 

Mr. Byrnes. For $100, and they make a gain of $6. 

Mr. Noaxgs. I am sorry, I can’t tell you exactly the bookkeeping 
arrangement, but I presume that any gains or losses are accounted for. 

Mr. Byrnes. I was just wondering how that worked. 

Mr. Noaxes. The subsidiary has some borrowed capital. It must 
of necessity, in order to work. It is possible its borrowed capital is 
substantial enough to dilute a lot of its 

Mr. Byrnes. Do you know whether your members are currently 
reporting this certificate as an item of income? 

Mr. Noaxes. I have no absolute way of knowing. I have talked 
to some representative groups and in these groups all of these farm- 
ers have told me that they are paying tax on them. 

I think somewhere in the neighborhood of 60 percent have said that 
they pay them the year in which they get them. Others have paid 
them either during the period of transfer while they were outstanding 
or upon the period of redemption, I understand. 
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Mr. Byrnes. In your view, does this type of a certificate that you 
issue come within the purview of the court decisions which say that the 
1951 act would not apply to it? 

It seems to me that you have an element in the particular certificates 
that you have been talking about that might still impose a liability in 
spite of the court decisions. 

Mr. Noaxes. The difficulty in answering that question clearly is 
that there actually are two types of arrangements which are made be- 
tween a patron member and his cooperative. In one case, such as ours, 
he loans the money. He has all the qualities of a loan. 

Mr. Byrnes. I am confining myself to your operation which I think 
in some respects is unique. 

Mr. Noaxes. In the other, of course, the person invests and has 
more of a permanent capital investment. In our situation, I have 
always felt, not that I am looking for a court decision, if one of the 
members were to become involved in a court decision, that the court 
would clearly sustain some taxable value of the certificate. It might 
be this value. It is possible that might be the value under the pres- 
ent law, although I have reason to believe that because of this nature 
of the debt which arises, the face amount might very likely be deter- 
mined to be the actual agreed amount of the income to the member. 

Mr. Byrnes. Then the following year, if it were discounted you 
would charge off the $6 as a loss? 

Mr. Noakes. Presumably. 

Mr. Byrnes. That is why I come back to this idea of whether the 
$6 gain by the entity on that particular transaction is eventually con- 
sidered as income and taxed. 

Mr. Noaxes. I don’t honestly know. I have some doubts that there 
has been any tax revenue from that subsidiary. That subsidiary must 
in turn put them on the market and they must put them on the market 
under various arrangements in order to keep, as I say, their cash posi- 
tion so that they «xn deal in them and handle them for members, 

It is possible they may put them back on the market at such a price 
that they never realize any income from them. 

Mr. Byrnes. I would assume that their purpose was to try and make 
a little something. 

Mr. Noakes. The purpose of the organization is not to produce any 
income. The purpose of the organization is to stabilize the market 


and to hold out to the member a definite market for his certificate if 
at any time he wants it. 


Mr. Byrnes. Thank you. 

The CuatrmMan. Are there any further questions? 

Mr. Knox. 

Mr. Knox. With regard to your certificates that are issued, do they 
stipulate that they bear 4 percent ? 

Mr. Noaxes. Yes, they do. 

Mr. Knox. If the certificate is surrendered or cashed in prior to the 
due date, does it still bear the 4 percent ? 

Mr. Noakes. It bears interest either up until maturity or when it is 
called. You can call the certificate and cut off the interest. The cer- 
tificate has coupons actually for each year and many members will 
send in their interest coupons year by year and get the interest. Other 





mem 
thei 
M 


youl 
" M 
this 
esta 
typ 
tha’ 
toh 

I 
stor 
ope 


7 —_ 


TAX TREATMENT OF EARNINGS OF COOPERATIVES 237 


members will hold them and submit them at the time that they redeem 
their certificates. 

Mr. Knox. Then I would assume that is one of the reasons that 
your certificate finds a ready market. 

Mr. Noaxes. I would assume so. In all honesty, I must say that 
this is a means of financing that started at the beginning and has been 
established, and I truly realize that it is inapplicable to many other 
types of cooperatives, and I would not have you believe for a moment 
that it sets a pattern as to what cooperatives can or should be expected 
to have as a matter of financing. 

I think that in many cases the permanent capital in the form of 
stock or some other form is the most adaptable to that cooperative’s 
operation. 

Mr. Knox. My inquiry was toestablish that on the record. 

The Cuatrman. Mr. Byrnes. 

Mr. Byrnes. Just one more question. I gather that your basic 
criticism of the Treasury’s proposal is the establishment by the Treas- 
ury of a fixed period of time and a specific interest rate rather than 
the proposition that a certificate, to be deductible by the corporation, 
should bear interest and hav e a due date and be negotiable ? 

Mr. Noakes. No. I say as far as the Treasury proposal goes and 
applies tomy organizat ion, while it seems very similar in its definition, 
the fact is it is too short a time, but I personally do not believe that it 
should be undertaken by the Treasury or by legislation to determine 
the form and nature of the contract that exists between the farmer 
and his cooperative. 

It doesn’t seem to me that legislation should prescribe that a cer- 
tificate with a due date and bearing interest should be issued. I don’t 

care if it ig 50 or 100 years. Asa matter of principle, I think it is an 
invasion of the contract rights, the invasion of the rights between the 
farmer and his cooperative to determine the manner of their financing. 

Mr. Byrnes. You believe then that the cooperative should still be 
permitted to deduct a distribution that is only a matter of recording 
on the books that there is to John Jones’ credit, let us say, $100 with 
no enforcible right on the part of John Jones to get it, no due date, 
nothing. In your judgment that would constitute a distribution ? 

Mr. Noakes. I believe it would if clear statutory language were 
to establish the framework in which the patron or member accepted 
it as income. 

Mr. Byrnes. Let me take it one step further then, because I am 
dealing with your situation, which I think is completely fair to your 
patron. Do you think it is fair for the law to say that we will tax John 
Doe at his individual income rate on the $100 book entry made by this 
cooperative which he has no assurance whatever he will ever see? 

Mr. Noakes. I say if the law were to conclusively establish that 
the patron and member had accepted this as income, and I believe if 
the law says that, the courts will so hold that, I believe at that time 
that if a patron or a member of a cooperative has any conception that 
he is going to escape taxation and then finds himself being taxed, he 
will force this cooperative to adopt the type of rel: ationship between 
he and his cooperative which will assure him the return of that capital. 

However, I think that is a matter between him and his cooperative. 

Mr. Byrnes. I think we have a certain responsibility between the 
Government and the person who is taxed. We should not tax him on 
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potential income and force him to dig in his pocket and pay $20 on a 
$100 book allocation which he may never see. 

Mr. Noakes. I can only say in answer to that that the method of 
distribution of cooperatives is determined by its members, and I am 
sure that, coming from a State which has many cooperatives, you 
know that farmers are very diligent in running their cooperatives. 

The determination of policy is very definitely undetaken by the 
farmer members. I find that very true sometimes to my own regret, 
but that, nevertheless, is very true and I believe if the membership 
of a cooperative are not satisfied with the arrangement which they 
have made with their cooperative, they can change it the next day. 

Mr. Byrnes. I have concern about the burden to be put on the indi- 
vidual farmer who, as you point out in your statement, has enough 
difficulties as it is meeting his bills, by asking him to pay Uncle Sam 
$20, $30, $40, or $100 as taxes on a book alloc ation which you attribute 
to him as income but which he may never see, and to me that is one of 
the real problems that I see in the proposal to impute income to him. 

Mr. Noaxes. I can appreciate your concern and I can only say to 
that that the farmers I have talked to and who have shown a real in- 
terest in this matter, when it is pointed out to them that the income 

taxed in the hands of their cooperatives at higher rates would even- 
tually deprive them of a return, as I say in my “statement, and I say it 
honestly, I believe that they would rather clearly, willingly accept the 
tax at the individual level upon them rather than see it taxed twice 
as much in the hands of the cooperative. 

Mr. Byrnes. Thank you. 

The Cuamman. Are there any further questions of Mr. Noakes? 

Mr. Harrison. Mr. Chairman. 

The CHarrmMan. Mr. Harrison. 

Mr. Harrison. Let’s follow that through. Suppose you issue a $100 
certificate which has no market value at all because it carries no in- 
terest and it has no due date. The farmer pays, we will say, $20 on 
that in 1960. In 1961 he gets another $100 certificate and he owes a 
$20 tax on that, but he sells his 1960 certificate, we will say, for $1. 
There he has a $19 loss, so 3 1961 he only pays a tax of $1, and he 
pursues that through each yea 

The average, as I underst: aa in payouts is 10 years, but neither he 
nor the cooperative have paid any taxes, and where is there any pres- 
sure on his part to make the cooperative pay him something that is 
worth something ? 

Mr. Noakes. As you say, the average payout is 10 years, but upon 
the redemption of the certificate 

Mr. Harrison. Upon the ee. of the certificate the fellow 
that bought it for $1 will pay a capital gain on that. 

Mr. Noaxes. I rec ognize that. 
Mr. Harrison. That is all. 
The Cuarrman. Are there any further questions? 


If not, Mr. Noakes, we thank you, sir, again for coming to the com- 
mittee. 


Mr. Noakes. I thank you. 

The Cuarmman. Mr. Joseph A. Howell. 

Mr. Howell, please identify yourself for the record by giving us 
your name , address, and capacity in which you appear. 
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STATEMENT OF JOSEPH A. HOWELL, ON BEHALF OF SOUTHERN 
STATES INDUSTRIAL COUNCIL 


Mr. Hower. Mr. Chairman and gentlemen, my name is Joseph A. 
Howell. My address is 4719 Pocahontas Avenue, Richmond, Va. I 
appear here on behalf of the Southern States Industrial Council. 

The CHarrMan. You are recognized, Mr. Howell. 

Mr. Hower. The headquarters are in the Stahlman Building, 
Nashville, Tenn. Established in 1933, the council includes in its 
membership more than 2,000 large and small concerns representing 
virtually all lines of industry in “16 southern States from M: aryland 
to Texas, inclusive. At a meeting of its board of directors held in 
Williamsburg, Va., last May 14 and 16, the following policy state- 
ment was unanimously approved: 

In the interest of fair play and equal competition, the council urges the Con 
gress to plug the loopholes in the present laws which give cooperatives, credit 
unions, Federal savings and loan associations, and all similar businesses, an un- 
fair tax advantage over private enterprise. 

I was asked to appear at this hearing because of the experience I 
have gained in the 35 years employment, the last 7 of which were as 
its president and chief executive officer, by one of the leading nation- 
ally operated fertilizer and chemical companies in the United States. 
The company with whom I was connected for such a long time, lo- 
cated at Richmond, Va., manufactures and sells fertilizers, mines, and 
sells phosphate rock, produces superphosphate in regular and con- 
centrated form, and produces and sells many other phosphate chemi- 
cals throughout the South and other parts of the Nation and in direct 
competition with Southern States Cooperative, also located in Rich- 
mond, as well as other cooperatives located throughout the Nation. 

Also, I was one of the organizers of the American Plant Food Coun- 
cil, a trade association for the fertilizer industry and I was very 
active in the conduct of its affairs. I was the first president of the 
National Plant Food Institute, its successor organization. 

In these positions, I came to have a keen awareness of the prob- 
lems now facing this great committee which must provide the revenue 
to support, among other things, an adequate defense budget, a sub- 
ject to which I shall return later. 

T also came to have an equally keen awareness and understanding of 
the competitive problems posed to ~*~ many tax-paying manufactur- 
ers, miners, and producers of the Nation by these tax-subsidized 
cooperatives. 

I should like to address myself to the nature, extent, and serious- 
ness of this problem. Before doing so, however, I would like to 
make it abundantly clear that the council does not wish to reflect any- 
thing but respect and admiration for the American farmer. 

Traditionally, he has been the backbone of our private competitive 
enterprise system. He sells his products in a competitive market and 
certainly we in the council share his desire to perpetuate competition 
in a climate devoid of special privilege in all forms, including tax 
exemptions that are not shared by all who operate in the open market. 
Individually, I do not believe the American farmer desires to be a 
party to an organized effort led by self-serving industrialists who 
want to build cooperative empires at the expense of the rest of the 
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economy. Neither have I heard of an American consumer who ob- 
jects to a fair price for farm products in the marketplace. 

Farmers, as a whole, have made great contributions toward mak- 
ing the United States the strongest Nation in the world. They al- 
ways have resisted inequitable treatment. They are willing to pay 
for what they get and they want what they pay for. 

I believe American farmers are willing to pay for the privilege of 
insuring the economic stability that the competitive enterprise af- 
fords. Taxes, equitable taxation of all segments of business is the 
cornerstone of sound government. 

To the extent that a few enjoy a special tax privilege at the expense 
of the many, to this extent I hold our economy is weakened at a time 
when adequate defense is paramount to survival. 

No, I do not believe the American farmer wants any special tax 
privilege for he, too, is a businessman in a competitive economy. He 
will pay his own way, for his heritage has been freedom without 
special privilege. 

The Southern States Industrial Council has no quarrel with 
farmers, as such, individually or collectively. It is only when the 
farmer, individually or collectively, or through an agent, steps out of 
character as the tiller of American soils and becomes an industrialist 
with an umbrella of tax protection, that we begin to see out of dif- 
ferent glasses 

To me the nature of the problem is simple. I shall endeavor to 
discuss it briefly from a businessman’s viewpoint. 

The company by whom I was employed and, of course, I am using 
it only as a typical illustration, is a publicly owned corporation with 
a total stockholders equity of about $50 million, Its sales last year 
aggregated slightly less than $70 million. Asa publicly owned corpo- 
ration, 52 percent of its net earnings go to the Government in corpo- 
ration income taxes. This is before any dividends to stoc kholders. 

Of course, you know that any part of the 48 percent remaining that 
is distributed to stockholders in the form of dividends is further 
subject to income taxes at the individual rate of each recipient. 

Now, the Southern States Cooperative is a cooperative corpora- 
tion not subject to Federal corporate income taxes. In fact, neither 
it nor its stockholders and members pay any Federal income tax at 
all except in the infrequent instances in which it pays a patronage 
dividend in cash. 

A commercial operation which is publicly or privately owned and 
gets the original capital from the sale and issuance of stock can plow 
back reserves for modernization and expansion only after 52 percent 
of its earnings has been taken by its senior partner, the U.S. Govern- 
ment. 

While the cooperative gets its original capital from the sale of stock 
to its members and to the public at large, 1t is in the happy position 
of being able to modernize and expand out of its net earnings without 
the necessity of paying any tax at all so long as it allocates, simply 
allocates, mind you, not pays its earnings to members. 

I hold here in my hands a most revealing book entitled “The 
Southern States Story, the First 35 Years,” written by W. G. (Bud) 
Wyser, former general manager of the Southern States Cooperative. 


It is revealing in that it shows how tax-free dollars can be pyramided 
into big business of all types. 
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If you have not been honored by the receipt of an autographed 
copy of this book, may I suggest that you write the author and it may 
be possible for you to get a copy of his work. It is almost a blueprint 
for a different form of commercial life than that now enjoyed by most 
of our economic society and deserves your serious study. 

Now let’s examine more closely some of the results of the use of 
tax-free dollars by this cooperative management when put to work as 
capital for industrial purposes : 

In 1924, sales volume totaled $105,000. 

In 1958" sales volume totaled $202,259,372. 

In 1924, net savings or net profit was $ 2390, 

In 1958, net savings or net profit was $8,449,090. 

In 1924, total assets were $15,107 

In 1958, total assets were $71,453,054. 

In 1924, total net worth was $11,000. 

In 19538, total net worth was $48,213,748. 

During this relative short period of 35 years, total sales volume 
reached a figure of $1,999,259,372. Yes, gentlemen, approximately 
$2 billion. 

Out of this tremendous volume, a total net savings of $66,380,566 
was realized. According to their record, only $17,370,550 of this 
amount was paid to their members in the form of cash patronage re- 
funds, leaving a balance of $49-million-plus left from earnings or sav- 
ings to be used in the business for expansion and modernization with- 
out the payment of income taxes by anybody. 

For your ready reference, I am attaching photogri iphic cop ies of 
pages 224 through 231 of the “Southern States Story. 

I wish you would refer to this attachment, for just a moment. 

The first sheet is a composite statement of the net purchases for 12 
months ending June 30, 1958, which total $203,291,795. 

The second page is a composite statement of net savings for 12 
months ending June 30, 1958, which totals $8,449,090. It is broken 
down for you by profits. 

In the f feed mills they made a profit of $4,121,000, et cetera. 

Sheet No. 3 is a condensed composite statement of Southern States 
financial condition. The assets total is $71,480,051, with $414 million 
cash in the bank. The liabilities are on the next page. 

No. 4, Southern States Cooperative and affiliated cooperatives’ dollar 
volume for the fiscal years from June 30, 1924, through June 30, 1958, 
shows in June 30, 1924, they did a grand total of $105,000 

Follow down the page and you will see at the end of June 30, 1958, 
they did a total of $202,931, 764, or a total volume for that period of 
time of $1,999,259,372. 

The next sheet gives you the savings by departments or earnings 
by departments. It shows a total es urnings of $66,380,386. 

The next sheet is very interesting. It shows you the patronage 
refund payments. 

During that whole period, from the year of 1933 when they paid 
their first patronage refund of $8,100, they paid a total of $17,370,551 
in cash, but total patronage refund payments during the whole period 
of $43,473,780. 

Then on the last sheet it shows very revealingly how this concern 
has grown with this tax-free capital. They had total assets of $71 
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million and total net worth of $48,213,748, from a beginning in 1924 
of $15,000 assets and $11,000 net worth. 

Southern States Cooperative is up to its ears in the feed manu- 
facturing business. To quote Mr. Wysor: 

By the end of the first year of service on feeds, shipments averaged about 300 
tons per month. What a contrast with today’s feed output from Southern States 
mills of over 3,000 tons or 150 20-ton carloads per day. A million tons per year 

Is this the kind of an industrial operation Congress had in mind 
when it gave tax protection to the group of farmers who organized 
for the purpose of improving the marketing of their produce and 
the purchasing of supplies ¢ 

Southern States Cooperative owns and operates seven strategically 
located fertilizer case oe a total volume of over 300,000 tons 
annually. In addition, it is part owner with other farm cooperatives 
of additional plan food canal icturing facilities. 

Southern States Cooperative operates a supply service handling 
more than 2,000 miscellaneous items of all kinds; barbed wire and 
field fense, steel, asphalt, aluminum roofing, paint and paint supplies, 
binder and baler twine, insecticides, fungicudes, tires, batteries, auto 
accessories, disinfectants, medicinal, home appliances, freezers, fence 
controllers, milking machines, bulk milk tanks, feed, seed, fertilizer, 
petroleum products, and many, many other articles. 

Southern States Cooperative, in conjunction with two other regional 
farm cooperatives, the Pennsylvania Farm Bureau Coperative Asso 
ciation and the Cooperative GLF Exchange, Inc., owns and operates 
an oil refinery in Texas. This refinery, it is claimed, is modernly 
equipped in every respect, including large tankers sailing the high 
seas. 

It is also claimed that the cost. of replacing this entire facility 
would be near $35 million on today’s construction market. Its an 
nual volume of sales is over $60 million and its total capacity is 35,000 
barrels per day. This, too, is a far cry from the kind of operations 
Congress intended to protect. 

Southern States Cooperative mvests and owns stock in other co- 
operative corporations. 

One such an arrangement. is with the United Cooperative, Inc., a 

federated cooperative owned and controled by 30 farm cooperatives 
which operate in 46 States, in Puerto Rico, and the Province of On- 
tario, Canada. 
According to Mr. Wysor in his book: 
Its functions is to manufacture for its member organizations certain com- 
modities and, in addition, as a control purchasing agency for a long list of 
commodities manufactured by others. United Cooperative’s manufacturing 
operations include paint, lubricating oils, agricultural chemicals, fence controllers 
and egg coolers. It also owns dies, tools, and molds with which are made such 
items as tires, poultry equipment, galvanized and aluminum roofing, and some 
of the components of freezers and other major appliances. 

All the commodities manufactured by United Cooperatives and most 
of those purchased by it from other sources carry the “Unico” lable 
and trademark. This trademark has been carried even on golf balls, 
an interesting little item to benefit agriculture. 

An investment of $5,300, according to this book, cash out-of-pocket 
by Southern States from 1936 to 1940 has returned $874,204 through 
1957. 
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This, Mr. Chairman and gentlemen, is just a brief description of 
some of the activities of one of the large industrial operations organ- 
ized as a cooperative and which presently enjoys a tax-free status. 

So much for the Southern States Cooperative. 

Now let’s talk just briefly about an entirely different type of co- 
operative and one located many miles from Virginia. Let’s say a few 
words about the Missisippi Chemical Corp., Yazoo City, Miss., which 
owns and operates a chemical plant that produces pr imarily anhy- 
drous ammonia, ammonium nitrate solutions, and urea. 

The attached chart gives the production and sales figures for a 
period of 5 years, also the amount of taxes paid during each year, 
income taxes—believe it or not—State and Federal as well as other 
taxes. 

If you will refer to the attachments that I have, the first chart 
on there gives you a breakdown of the production of ammonium nitrate 
and these other various materials for a period of 5 years. 

On a total of $14,940,000 worth of sales in 1959, they paid State and 
Federal income taxes of $91,109. You can read and interpret the 
rest of the figures on that sti itement as you go along. 

A comparatively few years back when the capital was being raised 
for the construction of ‘this facility, the promoters of the endeavor 
used familiar methods and means to induce the public, farmers, 
lawyers, doctors, dentists, laborers, businessmen, et al., to subscribe 
to stock. It is reported that, in return, they promised to allocate so 
many tons of nitrogen material produced, then in relatively short 
supply, for each share of stock held. 

It is further reported that they promised to return to stockholder 
members a patronage refund in cash in an amount equal to the dif- 
ference between actual cost and price received in payment for each 
ton of material. Little difference does it make that many stock- 
holders do not own any farmland on which to use their allocation of 
nitrogen fertilizer. This is taken care of by having the allocated 
tonnage turned over to another company called, I believe, Southern 
Nitrogen Supply Co., who in turn sells the product to someone in 
need. Of course, a brokerage is charged for this service. 

The net result of this kind of a cooperative operation is that publicly 
owned regularly incorporated commercial taxpaying companies have 
been forced to seek a market for similar products in States other than 
Mississippi. 

My discussion of these two cooperative enterprises, to the exclusion 
of many others, is of course merely illustrative. 

What I am trying to show is that this thing has gotten completely 
out of hand. C ooperatives, as originally intended by the Congress, 
have stepped entirely out of character and have become the oper ators 
of giant industrial complexes producing, manufacturing, and mining, 
in ‘competition with private income taxpaying companies without 
being subject to the same rules, regulations, and laws. 

That, in my opinion, is unfair and I respectfully and most earnestly 
urge that these discriminatory loopholes be plugged now and that 
cooperative corporations be subject to the same income tax rules as 
others. 

Thank you, gentlemen. 

The Cuarrman. Thank you, Mr. Howell, for bringing to us these 
views. Are there any questions of Mr. Howell? 
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Thank you, sir. 
(Charts referred to follow :) 












Production: | | 
Anhydrous ammonia grins $108, 521. | $93, 315 | $97, 292 ; 
Ammonium nitrate 178,247 | 171,841 | — 120, 486 | 2, 787 | 62, 070 
Solutions_......... . re 24, 625 4, 323 | 7, 297 | 

Sales: | 
Anhydrous ammonia ----.-| 2,879,876 2,512,599 | 2, 416, 896 1, 729, 261 | 1, 252, 683 
Ammonium nitrate ‘ -| 11,893, 463 | 11, 474, 786 10, 035,640 | 7,754,870 | 4, 325, 351 
Solutions. ___.. wbbineddase 166, 797 | 64, 976 | 1,897 | otal 


, 940, 136 






Total sales_____ Ls | 14, 054, 361 | 12, 454,433 | 9,484,131 | 5, 578,034 
Taxes | | 
Income taxes !. sosteas 91,109 | 131, 013 | 74,292 | 317, 469 225, 76 
Other taxes__ é a 346, 183 | 290, 992 | 260, 860 196, 532 60, 349 
Total taxes___. Aawhgalid 437,202 | 422, 005 | 335,152 | 514, 001 286, 113 
i | 
i 














1 State and Federal 
SOUTHERN STATES COOPERATIVE, INC., SUBSIDIARIES AND AFFILIATED COOPERATIVES 


Composite statement of net purchases, 12 months ended June 30, 1958 






Subsidiaries and branches: 














ben a SURE BE ea at iirrtes tk ee i Sa ee nd $72, 621, 726 
Seed and farm supplies... ie i nebo ence slideape viens niet gieek ) Ae 
EA 0 I la a ee ol al ee 23, 832, 667 
Petroleum__- ets tin nbtchbeise ppg Ganans ob ak Altius etcousccodons mec takes eooeat ee cee 9, 114, 418 
remem /rerincurie Le ok i it ects 10, 637, 014 
moutnern States fend | servieews oss secs ed eeu seeese inci ta 1, 680, 953 
NN ia ec esi as cag nc sos ie cecrebemgacsens bai ase 141, 929, 027 
PeRSS SUICLOOINny 0 So hat ee SOUS 1O8 138, 442, 542 
Total wholesale,: Nétoas oe eee lg desu cdnc ntstinweeaee 128, 496,486 
Affiliated cooperatives : 

Farm supply cooperatives__...________ Jao davis htvalekin cts cntiniaeseniigsditgias pute: | aa ee 
Petroleum cooperativés___....__-__-_______ BR Sit lB ihe . 12,194, 942 
mee: Mnseketing. 2204s. Obie sei et ei teri bee 2, 774, 955 
CO ec a a RS eR ak onc miit je, es COD 





Note.—Purchases by patrons include intercompany purchases by affiliated cooperatives 
from Southern States Cooperative, Inc., and subsidiaries totaling $50,421,485. 










Composite statement of net savings, 12 months ended June 30, 1958 






Subsidiaries and branches: 
Feed mills 


--. $4, 121, 959 















er I NET) I a ices hh niece wecgrplhioaapipepn boinc aren epics nk = 854, 743 
Fertilizer aah bic iii acces shia oh tiseeicaces 369, 453 
Petroleum eaten eee een St Kgbenltat idea ih ee ae: 545, 048 
Grpam RiGtmoumeo Gs i er ee ial i es 31, 613 
southern: Statés feed service@sus vain nen ee ccinduewse ‘ 3 32, 559 
PIPROUERbOrS DVIGINe sok eg 718, 912 
PUMURANAUR ESSEC VOD COCURUINE CORI oa nic erect al oases 154, 673 
POCA?) NW MORMOING oo Lee) oie) ode es by 6, 091, 131 
Affiliated cooperatives : 
RET ELIS 5 OT OG in i sith oc sik crm pated ainda gaelic 3, 2238, 694 
re SONNETS CE CCR Bo cipce ss vsscptamms ned nn oes ame bicreti ania tTaiges 639, 856 
ree fiero oi ee OO) ee ee ee! 10, 65 







Pn als ced a ac Sa al 9, 965, 339 
Less: Intercompany refunds and dividends to affiliates________ 1, 516, 249 


Oe ee 9 Oo Lie OF ie 8, 449, 090 


1 Denotes loss. 














Inv 


Ot 


Cr 
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Statement of assets and liabilities at June 30, 1958 


ASSETS 
Current assets: 
Cash__- ee ee saabcs emai $4, 418, 930 
Accounts receivable—trade and other (net)- eae ; 13, 594, 585 
Notes receivable—trade______ — eeaionn eas ; 6, 760, 313 


Inventories__ ee : ; me ; 15, 093, 149 


Total current assets 39, 866, 927 
Invested funds: 
Texas City Refining, Inc 2, 500, 000 
Capital stock and equities in other cooperative associations___ 1, 479, 491 
Other invested funds 536, 305 
Total invested funds 4, 515, 796 
Fixed assets: 


Land, buildings, machinery and equipment (cost) ____~ 35, 629, 432 


Less: Provision for depreciation__.._________ ae eae eae 9, 345, 276 
Net book value of fixed assets_ : satis 26, 284, 156 
Other assets and deferred charges___ ; 813, 172 


tm 


Total assets______- sgt 71, 480, 051 


LIABILITIES 
Current liabilities: 
Accounts and notes payable___...._._._._.______ $6, 958, 081 
Accrued salaries, taxes, and other expenses___-_ 800, 983 
Dividends payable to stockholders__.__________ 658, 651 
Patronage refunds payable in cash____________ 1, 406, 033 
Total current liabilities ‘ $9, 823, 748 
Long-term liabilities: 
Notes payable to banks______ 10, 141, 292 
Debenture bonds___- 3, 208, 200 


- a ee °, awe 
Total long-term liabilities 
Capital stock and patrons equity : 
Capital stock: 
Preferred stock outstanding. $20, 823, 524 
Common stock outstanding—__ 9, 178, 589 
30, 002, 113 
Capital book equities____- ‘ acti eiedestted 3, 184, 002 
Capital reserves: 
Reserve for operating cap- 
ital ee |) Se ee ee A 
Reserve for payment of pa- 
tronage refunds in common 
stock and capital book 
et OR snc eesnkanwnatlstiens 3, 111, 839 
Reserve for other specific 
purposes... *...... 69, 685 
15, 090, 643 
Total capital stock and patrons equity 


Total liabilities 71, 480, 051 
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June 30, 
June 30, 
June 30, 
June 30, 
June 30, 
June 30, 




















1931. 


June 30, 1933___- 
June 30, 1934__ 
June 30, 1935_- 
June 30, 1936_- 
June 30, 1937_._- 
June 30, 1938__ 








June 30,.1940___- 








June 30, 1942_- 














June 30, 1945 
June 30, 1946 














June 30, 1948__-- 
June 30, 1949_- 
June 30, 1950 























June 30, 
June 30, 
June 30, 
June 30, 
June 30, 
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Years ended 






























June 30, 1932_____- 


June 30, ~<a 


June 30, 1951___----__- 
June 30, 1952............ 
ee 


TAX TREATMENT OF 


Year 


OO) EE 
June 30, 1925___--- 
1926_._- 


s ended 


June 30, 1939____- 
June 30, 1941____- 


June 30, 1943.____- 
June 30, 1944___- 


Affiliated 
retail 
coopera- 
tives 


! Before elimination of volume between wholesale and retail divisions. 





| Retail de- 
partments 


| 


~ "$159, 000° 


170, 000 
, 000 
251, 000 
685, 000 
558, 943 
, 599 
490, 519 
AS, 615 
, 054 


, 506 
, 476 
, 564 
, 516 
, 497 
821 
, 464 
9,475 
3, 791 
3, 764 
, 168 
51, 324 
, 990 
388 


40, 

45, 

45,5 

.-| 49, 416, 
| 51, 234, 308 
---| 54,482, 513 
.--| 65,520, 598 
..---| 74,805,310 





666, 228, 77 


Tl 


Years ended 











June 30, 1924__- 
June 30, 1925... 
June 30, 1926... 
June 30, 1927..- 
June 30, 1928._- 
June 30, 1929__- 
June 30, 1930... 
June 30, 1931__- 
June 30, 1932... 
June 30, 1933... 
June 30, 1934__- 
June 30, 1935__- 
June 30, 1936__- 
June 30, 1937__- 
June 30, 1938... 
June 30, 1939... 
June 30, 1940.-_- 
June 30, 1941... 
June 30, we 






















































































$42, 775 
36, 717 
54, 520 
22, 152 

7,051 
12, 079 
22, 508 

153, 503 





| Wholesale Total 
| purchasing | net 
and savings 
marketing 

$390 $390 
1,610 1,610 

9, 494 9, 494 
4, 198 4,198 

5, 484 5, 484 

18, 361 18, 361 
31, 123 31, 123 
17, 625 17, 625 
17, 804 17, 804 
38, 253 38, 253 

28, 997 28, 997 
32, 728 75, 503 

91, 858 128, 575 
300, 040 354, 560 
177, 186 199, 338 
433, 483 440, 534 
590, 098 602,177 
581, 201 603, 709 

1, 093, 795 | 1,247, 298 





| June 30, 1943__- 


June 30, 1944__- 
June 30, 1945... 
June 30, 1946__- 
June 30, 1947... 
June 30, 1948__- 
June 30, 1949__- 
June 30, 1950... 
June 30, 1951__- 
June 30, 1952__- 
| June 30, 1953... 


| June 30, 1954... 
| June 30, 1955__- 


June 30, 1956__- 
June 30, 1957... 
June 30, 1958... 


Total... 





, 572 





EARNINGS OF COOPERATIVES 


Dollar volume for the fiscal years from June 30, 1924, through June 30, 1958 


| 


Wholesale 
departments 


== Eee 
. $105, 000 
‘ 190, 000 
376, 466 
449, 816 
510, 000 | 
681, 742 
, 365, 000 
024, 000 
141, 000 
590, 000 
494, 573 
036, 316 
586, 102 
, 242,716 | 
949, 830 
, 868, 900 
168, 856 
, 513, 995 
, 723, 696 
27, 503, 933 
40, 130, 581 
40, 459, 448 
41, 939, 193 
53, 162, 126 
70, 244, 535 
72, 335, 948 
73, 009, 901 
87, 549, 738 
95, 803, 096 
93, 633, 727 
96, 442, 424 
, 321, 707 
101, 278, 944 
127, 183, 834 
128, 126, 454 


INNIS WN Shy 


—a—o- 


3 








1, 333, 030, 597 


Net savings, by departments and years, from June 30, 1924, through June 30, 1958 





| Total volume ! 






5, 000 
, 000 
76, 466 
, 816 
, 000 
, 742 
524, 000 
, 000 
5, 000 
, 000 
, 573 
. 259 
i, 701 

9, 733, 235 
10, 818, 445 
11, 060, 954 
13, 353, 428 
17, 284, 501 
26, ! » 172 
39, 484, 497 
56, 775, 097 
57, 158, 945 
64, 694, 014 
80, 851, 590 
106, 474, 010 
114, 114, 739 
107, 263, 665 
127, 916, 906 
141, 764, 420 
139, 224, 717 
145, 858, 812 
150, 556, 015 
155, 711, 457 
192, 654, 432 


PPS PS 
238 


202, 931, 764 


1 1, 999, 259, 372 





Affiliated | Wholesale Total 
retail purchasing net 
coopera- and savings 
tives marketing 
232, 519 1, 596, 690 | 1, 829, 209 
451, 128 2, 719, 067 | 3,170,195 
328, 324 1, 312, 242 | 1, 640, 566 
364, 708 1, 392, 916 | 1,757, 624 
366, 766 1, 512, 162 | 1, 878, 928 
251, 213 1, 513, 228 | 1, 764, 441 
376, 805 1, 956, 348 | 2,333, 153 
602, 07: 2, 411, 116 | 3,013, 188 
1, 164, 177 4, 167,418 | 5,331, 595 
1, 074, 802 8, 138,975 | 4, 213,777 
864,933 | 2, 136,394 | 3,001,327 
1, 069, 244 4, 584, 335 | 5, 658, 579 
797, 021 4, 063, 983 | 4, 861,004 
1, 324, 510 5, 151, 564 | 6, 476,074 
1, 660, 616 5, 520, 987 | 7, 181, 603 
2, 357, 959 6, 091,131 | 8, 449, 090 
13, 638, 102 | 52, 742, 284 |66, 380, 386 
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Patronage refund payments from June 30, 1929, to June 30, 1958 


Patronage Cash Stock | Capital book | Total 
refund rate patronage patronage | equity and | patronage 
(percent refunds refunds debenture | refunds 

| refunds 


$14, 691 
12, 803 


19, 965 

, 100 16, 276 

9, 762 9, 19, 523 

, 744 b> 25, 432 

, 110 25, 50, 207 

5, 800 5, 140, 800 

. 164 30, 53! 93, 699 

, 247 . 244, 265 

, 347 . 326, 347 

, 585 , 444, 921 

, 079 > 878, 041 

, 107 558, é 967, 495 

, 663 . \ , 046, 632 

, 877 5, 933, 447 

224, 253 é , 178, 787 
559, 620 % , 263, 882 
556, 920 8, , 305, 278 
657, 723 902, 79 560, 522 
682, 280 4, . 167, 261 

, 030, 607 , 354, 385 | 2, 384, 992 
738, 294 , OF , 686, 327 
706, 572 ; \ 2, O72, 174 
1, 285, 909 | , 267, $869, 867 , 423, 078 
1, 082, 588 » @07, 652, 993 3, 493, 148 
1, 562, 733 ; : 945, 101 5, 045, 146 
2, 554, 441 2, . 839, 266 | 5, 446, 777 
3, 100, 026 2, , 499 947, 339 5, 211, 864 


rt et et et et a BD GD CG GS = GC = PD PS 


C0 Co ee CO ee ee 


Total 17, 370, 551 21, 848, 663 4, 254, 566 43, 473, 780 


Total assets and net worth, at the end of fiscal years, from June 30, 1924, to 
June 30, 1958 


Years ended Total Net worth Years ended | Total Net worth 
assets assets 


June 30, 1924 $15, 107 $11, June 30, 1942_. , 799, 778 3, 473, 857 
June 30, 1925 43, 518 39, June 30, 1943 , 861,187 | 4, 678, 356 
June 30, 1926 58, 620 | 44, \| Jume 30, 1944. ___. , 726, 167 7, 049, 445 
June 30, 1927 109, 121 55,958 || June 30, 1945 pe 892, 196 9, 699, 429 
June 30, 1928 231, 737 101, 988 || June 30, 1946 ..--| 14,677,812 | 12,968,718 
June 30, 1929 201, 089 116, 938 || June 30, 1947 21, 580,602 | 15, 692, 572 
June 30, 1930 197, 653 | 132, 914 || June 30, 1948 see 27, 154,556 | 17,817,212 
June 30, 1931. __. 184, 915 141, 236 || June 30, 1949 30, 769, 695 | 20,095, 188 
June 30, 1932 201, 056 147, 612 || June 30, 1950__- : 2,177,800 | 21, 491, 130 
June 30, 1933 191, 692 172,032 || June 30, 1951___- | 37,985,845 | 26, 669, 999 
June 30, 1934____ 566, 552 | 402, 782 || June 30, 1952......__._____| 41,487,026 | 30,064,022 
June 30, 1935 " , 624, 714 463, 029 || June 30, 1953..............| 43,308,815 | 32,070, 425 
June 30, 1936-. 706, 431 | 568, 428 || June 30, 1954. __. ...| 44,610,479 | 36,061, 028 
June 30, 1937 1, 687, 651 875,770 || June 30, 1955 , 841,140 | 38,974,817 
June 30, 1938... 2,419,023 | 1,036, 279 || 54, 783,037 | 42, 157, 662 
June 30, 1939_. _..-.-| 2, 766, 568 1, 314, 249 || June 30, 1957_......._._- 34,904,041 | 45, 225, 542 
June 30, 1940 3, 228, 935 1, 509, 144 || June 30, 1958_. ; | 71, 453,054 | 48, 213, 748 
June 30, 1941 | 4,269,072 | 2,168,911 | 

| i] 


(The following material was filed with the committee :) 


SOUTHERN STATES COOPERATIVE, INC., 
Richmond, Va., February 8, 1960. 
Re statement for record of hearings on tax treatment of cooperatives. 
Hon. WiLBuR D. MILLs, 
Chairman, Committee on Ways and Means, House of Representatives, Washing- 
ton, D.C. 

DeaR Mr. Mius: In his appearance before your committee on February 4, 
1960, Mr. Joseph A. Howell, of Richmond, Va., on behalf of the Southern States 
Industrial Council, devoted a good part of his testimony to Southern States Co- 
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operative, Inc., to try and make his case for imposition of more taxes on farmers 
and their cooperatives. In behalf of the many thousands of farmers in Virginia, 
Maryland, West Virginia, Delaware, Kentucky, and Tennessee, who have financed 
and built Southern States Cooperative to its present effective position in the 
farm supply and marketing field, I respectfully request that this reply be in- 
serted in the record immediately following his presentation. 

Mr. Howell, an old friend and neighbor, has been guilty of many errors. He 
would have you believe that his company and Southern States Cooperative are 
identical types of corporations and, therefore, should be taxed on the same basis. 
This just is not so. His company is a proprietary corporation, organized under 
the general corporation statutes of the State of Virginia. It is operated on a 
profit basis, in the sole interest of its stockholders, who vote on the basis of one 
vote for each share of stock held. Any profits at the end of its fiscal year right- 
fully belong to its stockholders, in direct ratio to the number of shares they own. 
Whether or not a stockholder purchased any of the commodities handled by his 
company is entirely immaterial. Profits are returned solely on the basis of 
invested capital. 

On the other hand, Southern States Cooperative is a nonprofit corporation, 
organized under the Agricultural Cooperative Association Act of Virginia. It 
is operated on a nonprofit basis, in the interest solely of those who use its com- 
modities and services. Ownership of capital stock, paying dividends limited by 
statute, is for capital purposes only. Members, regardless of the number of 
shares registered in their names, vote on the traditional principle of one mem- 
ber—one vote. Any savings at the end of its fiscal year, by contract, are the 
property of the users of its commodities and services in direct ratio to their 
patronage during the year. 

Thus, we have two entirely different types of corporate entities, organized 
and operating under two entirely different statutes, and as different in their 
philosophy and purposes as day and night. To try and apply the same tax, 
levied on profits, to both, completely ignores these basic differences and the 
provisions of the two statutes under which they are organized and operated. 

Continuing with Mr. Howell’s statement, he says “neither it nor its stock- 
holders and members pay any Federal income tax at all except in the infrequent 
instances in which it pays a patronage dividend in cash.” This just is not so. 
Southern States Cooperative pays an income tax at the regular corporate 
rates on any net savings at the end of its fiscal year not paid out in limited 
dividends on capital stock or as a patronage refund to patrons; its stockholders 
pay the regular income tax on the dividends they receive on their capital stock 
and its patrons are instructed to reflect their patronage refunds in their personal 
income tax returns, and have been doing so, so far as we know, up until the 
time of the issuance of the new regulations by the Treasury Department. 

Continuing with Mr. Howell’s statement, he says that out of $66,380,386 
total net savings from 1924 through 1958, only $17,370,550 of this amount was 
paid to members in the form of cash patronage refunds, “leaving a balance of 


$49 million plus left from earnings or savings to be used in the business for ex- 


pansion and modernization without the payment of income taxes by anybody.” 
This just is not so. He completely ignores the sum of $13,402,874, representing 
dividends on capital stocks paid during this period, on which the regular income 
tax was paid by the stockholders of this association. He completely ignores 
the sum of $21,848,663, representing patronage refunds paid during this period 
in the form of common, membership stock, on which the patrons paid, or should 
have paid, the regular Federal income tax. He completely ignores the sum 
of $4,254,566, representing patronage refunds paid during this period in the form 
of capital book equities or debentures, on which the patrons paid, or should 
have paid, the regular Federal income tax. By way of explanation of the 
noncash patronage refunds paid by this association, the record discloses that 
the common, membership stock mentioned herein, representing at least 75 percent 
of each year’s patronage refund, receives a regular 6 percent annual dividend; 
is redeemable at par in cash when it has been outstanding 10 years, and at 
any time when a. member ceases farming, moves out of the association’s operat- 
ing territory or dies. A ready market for this stock has always existed and 
it has traditionally been considered the same as cash. Capital book equities, 
which were issued after 1951, carry no interest, or due date, but are redeemable 
at face value in cash upon the death of a member or patron. In addition, our 
board of directors has expressed the intent of redeeming these capital book 
equities at their face amount when they have been outstanding for a period of 
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10 years. Patronage refund debentures carry an annual interest rate of 5 
percent and are due when they have been outstanding for a period of 10 years. 

Thus, of the total net savings realized from the operations of Southern States 
Cooperative for the period 1924 through 1958, totaling in round figures over 
$66 million, roughly $9 million is represented by additions to capital reserves, 
made in various amounts prior to 1951. Admittedly, no tax was paid on these 
reserves either by Southern States Cooperative or its members and patrons. 
Under the statutes and regulations in force during that time, capital reserves 
could be established so long as they were reasonable in amount and for a neces- 
sary purpose. That these reserves were reasonable in amount and for a neces- 
sary purpose is attested by the fact that they have never been challenged by 
the Internal Revenue Service. In the years subsequent to the 1951 act, Southern 
States Cooperative and the local cooperative associations affiliated with it 
have continued to add reasonable amounts to these capital reserves. All such 
amounts, however, have been subject to the same Federal income tax rules and 
rates as apply to any other corporation. 

Continuing with Mr. Howell’s statement, he says “Southern States Coopera- 
tive operates a supply service handling more than 2,000 miscellaneous items of all 
kinds, barbed wire and field fence, steel, asphalt, aluminum roofing, paint and 
paint supplies, binder and baler twine, insecticides, fungicides, tires, batteries, 
auto accessories, disinfectants, medicinals, home appliances, freezers, fence con- 
trollers, milking machines, bulk milk tanks, feed, seed, fertilizer, petroleum 
products and many, many other articles.” Attention is called to the fact that 
every item he enumerates is essential to farming or farm life today. They are as 
much a part of the farming operations of our members and patrons as the feed, 
seed and fertilizer he specifically includes in his list. For the record, every 
item that possibly could be included in his term “many, many other articles” 
is just as related to farming operations as those he enumerates. Southern 
States Cooperative does not handle groceries, clothing, furniture, or other re- 
lated articles common to the urban type of business. And most certainly South- 
ern States Cooperative has never handled the golf balls Mr. Howell mentions 
with such pleasure. Frankly, we thought this old chestnut had been buried 20 
years ago. A pure and simple advertising gimmick, put on by a supplier of tires, 
as Christmas gifts to golf-playing personnel of farm cooperatives, it has been 
going the rounds almost since time immemorial. 

Mr. Howell further states that Southern States Cooperative, along with the 
Pennsylvania Farm Bureau Cooperative Association and the Cooperative GLF 
Exchange, owns and operates an oil refinery in Texas, “including large tankers 
sailing the high seas.” It is perfectly true that the three named cooperatives 
do own a modern oil refinery in Texas and two tankers. Our reply to Mr. 
Howell is—why not? It is a known fact that petroleum has become one of 
the major production supplies farmers must buy. The “fuel” used on the farm 
today is no longer oats and hay. During the transition from horses and mules 
to tractors, the farm delivery of petroleum products was a most unprofitable end 
of the petroleum business. Farm cooperatives were forced into this service 
to make possible modernization of the farming operations of their members and 
patrons. As the farm use of petroleum grew, the major oil companies supply- 
ing the farm cooperatives cut them off literally over night. It was necessary 
to either find their own source of supply or scrap costly facilities built around 
this important segment of their operations. This most certainly was the case 
of Southern States Cooperative and its associates in the ownership and opera- 
tion of the Texas refinery. Farmers are proud of this facility and we would point 
out to Mr. Howell that it is owned and operated by a corporation, organized 
and operated on a proprietary basis, paying taxes on an identical basis with all 
other proprietary corporations. 

Having replied to some of the most obvious errors in Mr. Howell’s statement, 
we would like to conclude by giving you just a little general information in 
regard to Southern States Cooperative. It is a farmer-owned and farmer-con- 
trolled association, organized under the Agricultural Cooperative Association 
Act of Virginia. It has been in continuous operation since 1923. It renders a 
nonprofit purchasing service in farm production supplies, of dependable high 
quality, in feeds, seeds, fertilizers, petroleum, and miscellaneous farm produc- 
tion supplies, and a marketing service for eggs, grain, and poultry for farmers 
in Virginia, West Virginia, Maryland, Delaware, Kentucky, and Tennessee. 

These services are rendered on operating margins which will recover actual 
costs plus a small margin for safety. The net margins remaining after expenses 
and interest on invested capital are returned, by contract, at the end of each 
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fiscal year, to members and patrons as patronage refunds, based on their patron- 
age for such year. 

Only farmers may be members of Southern States Cooperative or its board of 
directors, but a farmer need not be a member to patronize or share equally 
with all others in its benefits. Membership rests upon the ownership of one or 
more shares of $1 par value voting common stock. Regardless of the number 
of shares of voting stock held, each member has only one vote. 

Southern States Cooperative is managed by a board of directors of 16 farm- 
ers. The farmer members of Southern States Cooperative meet in some 450 
community annual meetings each year, and on the basis of one member—one 
vote, elect local advisory board members numbering about 3,500, who serve in 
the capacity of a delegate body. In these same annual community meetings, 
delegates to 10 district election meetings are elected and these delegates, in turn, 
elect 10 of the members of the board of directors. Six other directors, known 
as public directors, are appointed by the director of agricultural extension sery- 
ice in each of the six States in which the organization operates. These public 
directors need not be members of Southern States Cooperative or patrons, and 
are responsible only to the director of extension making their appointment. 
They represent all farmers in their respective States. This system of farmer 
control, it will readily be seen, is thoroughly democratic and places control of 
Southern States Cooperative at the grassroots. Members of the management 
staff cannot serve on the board of directors and have no vote in their meetings 
In view of these facts, how can Mr. Howell possibly justify his terminology “or- 
ganized effort led by self-serving industrialists who want to build cooperative 
empires at the expense of the rest of the economy?” 

In conclusion we are grateful indeed for the opportunity of replying to Mr. 
Howell. May we say that your committee has been patient indeed down through 
the years. In the many hearings before you on this subject, inevitably errone- 
ous information seems to have cropped up about Southern States Cooperative. 
On every such occasion we have corrected these errors, and have inserted in the 
record detailed information in regard to the history, organization, and opera- 
tion of this association. Again, we are happy to set the record straight. 


I am taking the liberty of sending copies of this letter to the members of your 
committee. 


Cordially, 
How arp H. Gorpon, General Manager. 
The CuHarrman. Mr. Fred V. Heinkel. 
Mr. Heinkel, for purposes of this record, please identify yourself 
by giving us your name, address, and the capacity in which you 
appear. 


STATEMENT OF FRED V. HEINKEL, PRESIDENT, MISSOURI 
FARMERS ASSOCIATION 


Mr. Heinkeu. My name is Fred V. Heinkel. I am a farmer, serv- 
ing my 20th year as president of the Missouri Farmers Association, a 
farmer-owned cooperative association, having a membership of over 
152,000 farmers, and a number of affiliated cooperatives with mem- 
bers in Missouri and other States. 

It has been my pleasure to be before this committee on more than 
one previous occasion and on each of these occasions the question has 
been the same. 

Most of you on this committee have heard the same arguments pro 
and con several times before. I feel confident that this continual 
inquiry concerns you quite as much as its concerns us. But I will 
also predict that so long as farmers’ cooperatives continue to exist that 
we shall be back together again at some future date. 

This committee and people like ourselves have been plagued for 
years with screams of anguish from some high-pressure groups who 
adhere to the proposition that cooperatives have somehow or other 
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achieved some unfair advantage; that cooperatives have grown big 
and fat and rich; that there is an unequal tax treatment which has 
jeopardized the economy of the country and worked an incredible 
h ardship upon the rest of the business community. 

We have also seen these people spread rumors and half-truths 
throughout the rural communities so as to attempt to alienate our own 
members. We know full well why these p€ople do this thing. It is 

) that more money will flow into their pockets. 

"] think that you will recognize that these people who have been 
doing all this howling about tax equality are not in the least inter- 
ested in so-called tax equality. They have left untouched some of the 
really outstanding areas of tax freedom. 

I have yet to hear a word from them on such innocent little items 
as deferred compensation, stock options, and high-level fringe bene- 
fits for corporate executives. Not a peep about | ‘apital gains treat- 
ment. No sound about the interest received on tax-exempt State and 
local bonds. 

Incidentally, these items work to the benefit of relatively few people 
in the country, most of whom are in a much better financial position 
than farmers to carry an increased taxload. Certainly we have heard 
no work about tax equality in relation to the percentage depletion 
illowance for those corporations and investors who mine our natural 
resources of oil, gas, clay, limestone, and other minerals. 

Incidentally, if this committee is looking for a real place to provide 
tax equality, then you should consider adopting a provision which 
would allow farmers a percentage depletion on the loss of the natural 
soil fertility and minerals mined from the soil by ordinary farming 
operations. I am not referring to the repairs which may be effected 
by using fertilizer and limestone either. 

[ am sure that farmers deserve this consideration even if the per- 
centage is set at the lowest level of 5 percent as now provided for even 
the most common kind of mineral. You would not have to go all the 
way up to 271% percent, as is provided for oil and gas. 

Now let me make this clear to the committee: I am not saying that 
the many areas where you have granted tax freedom is not justified. 
I think that, on the contrary, justification can be found for some, if 
not most of those items. But the justification is not a legal or a tech- 
nical justification. The justification is found in social and economic 
reas, 

So now I come to the point of my presentation here. 

The question before this committee is an economic problem. It is 
not a legal argument, it is not a constitutional question; it is purely 
— simply a question of the economic situation facing our farmers 

1 America. 

‘I think that this committee is well aware of what is happening to 
farmers today. Farm prices are way down and the farmers’ cost 
of production continues to rise. Farm machinery prices are up. 
Taxes are up. Interest rates are going clear out of sight. Every- 
thing seems to be up; except farm income. 

The plight of farmers is graphically demonstrated by two charts 
attached to this statement, and I sincerely recommend them for your 


reading. With your permission, Mr. Chairman, I would like to refer 
to those charts. 
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The first one shows prices received and prices paid by U.S. farmers, 
1950-59, using 1947-49 as equaling 100. We will see when the 1951 
tax law was “passed that both prices received and prices paid were 
high, but they were relatively close together. 

Since that time, prices paid by farmers have continued to rise and 
prices received have continued to go down. It is that problem that 
farmer cooperatives are struggling with, trying to hold down or slow 
down the rise in prices paid and trying to help increase the prices of 
the products the farmer has to sell, and while we have not solved this 
problem, farmer cooperatives do have an effect, and I would like to 

call to your attention that a regular feature of Agricultural Prices, 
published each month by the U.S. Department of “Agri iculture, is an 
index of prices paid by farmers. 

Significantly, this index shows that prices for feed and fertilizers 
have not climbed as high or as fast as have pr ices for supplies for which 
there is little or no competition from farmers’ cooperatives. 

To be specific, here is how the index stood as of March 15, 1957, on 
some of the more important items of farm expenses, 1910-14 equaling 
100. Building materials stood at 407 percent; farm machinery, 342 
percent; motor vehicles, 403 percent; but feed, in which farmer coop- 
eratives play an important part in the distribution, stood at 209 
percent, and fertilizer at 151 percent. 

So I think that illustrates why farmer cooperatives and the tax treat- 
ment they now receive are so important to the farmers who are in this 
desperate economic position at the present time. 

On the next page we illustrate the relative purchasing power of 
certain farm products in 1959 as compared to the 1947-49 average, and 
you will notice that milk has considerably better purchasing power 
than a number of the other products, and again it is one in which 
farmer cooperatives play a very important part in the market. So I 
believe that is some evidence of the importance of farmer cooperatives 
to farmers. 

Strange as it may seem, some people in this country seem to be 
delighted that this is so. The enormous “agri-business” corporations 
in the United States seem to be doing all right. The people who 
supply our steel, farm chemicals, farm machinery, and other farm 
supplies, seem to be doing real well. The companies who handle our 
farm produce seem to be making it, too. 

We also know that they like cheap farm commodities in vast quan 
tities. All of these people seem to make money regardless of what 
is the level of farm prices. Asa matter of fact, it is fairly apparent 
that they make more money when farm prices are low. 

Just recently I noted an article in an investment advisory magazine 
stating that the experts thought that the common stock of some major 
food processing companies offered good growth and earnings possibil 
ities because the price of livestock and other farm products would be 
low for the immediate period ahead. 

I have come to believe that today the only things standing in the way 
of the total bankruptcy of farmers are the relatively few farmers 
cooperatives that we have, a few farm organizations and the Congress 
of the United States. 

Now if the people who want cheap farm products and some of the 
middlemen’s associations can get farm cooperatives out of the way, 
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then the field is wide open, particularly if they get Congress to go 
th 1e ir Ww ay. 

[ must admit that I do not come before this committee with any 
feeling of great pride because, notwithstanding the modest growth of 
our organization through the years, we have not stemmed the tide of 

gricultural depression. The reason that this is so is that our farmers 
oop atives in Missouri and elsewhere plainly and simply have not 
been able to achieve the size that is necessary to meet the problem. 

[ will also tell you frankly that our inability to grow to a suffi- 
ao size revolves around one single, solitary problem. That prob- 
lem is lack of the ability to acquire financing in sufficient quantity to 
build and grow and progress at a speed equal to the parade of the 
rest of American industry. 

\s you gentlemen know, cooperatives are unable to offer to the 
investing public growth capital opportunities. Money coming into a 
cooperative as investment capital is faced with the problem of bear- 
ing a fixed and limited return and with no possibility of capital ap- 
preciation. During the last few years, with a booming stock market 
and incredibly high cost of borrowed money, our chance of attracting 

capital from the money market has been virtu: ally nonexistent. 

Our sources of borrowed money through the Farm Credit Admin- 
stration has been our salvation, even in face of some old-fashioned 
rules which prevail in that system. Even there, our cost of noney 
through the Bank for Cooperatives today is at an incredibly high 

vel. 

The people who are determined to eliminate or emasculate farmer 
‘cooperatives are clever. Their propaganda efforts through the years 
have clearly demonstrated this fact. But they are also smart because 
if they can prevent farmer cooperatives from maintaining their 
revolving fund on a reasonable basis, then their job is complete and 

ey have won a major battle. 

They know that cooperatives are not the industrial giants that they 
say they are, but they do know that so long as farm cooperatives exist 
they will continue to exert upward pressures on farm prices and down- 
ward pressure on the cost of other things which farmers must buy. 
Please remember that all farmers benefit from these pressures on 
prices and costs, whether or not they are members of a farmers coop- 

erative. Eliminate cooperatives and then the handlers, processors, 
ind suppliers can have a field day. 

You gentlemen know that. We who work with cooperatives know 
that. The farmers in this country know that. 

These people have tried for years to get Congress to do their hatchet 
work for them. They are to be complimented for their persistence. 
They even have some representatives of cooperatives running for 
cover. Some of these people are saying, “Let the farmers pay the 
ax.” Well, I hope the Congress will not fall into that tr ap. 

Both of us have listened to this wailing about additional taxes for 
farmers and their cooperatives for years, and I am confident that 
this committee and this Congress can adopt any one of several pro- 
posals before you and soon after you enact the legislation, we will 

lave the same cries about favoritism, tax inequality, and about. farm- 
ers being wards of the Government, that we have now. The hue 
and ery will still be here until farmers cooperatives are either elim- 
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inated altogether or else rendered so harmless and puny that it doesn’t 
make much diffierence whether they are here or not. 

Digressing again, yesterday I heard some comment to the effect 
that a little service cooperative was all right. But the cooperatives 
that pool their purchasing power have grown big and they have grown 
powerful. 

I would like to call your attention to an incident that happened, not 
several years ago but just Friday of last week, to one of our local serv- 
ice cooperatives who tried to place an order with a firm for a sub- 
stantial amount of merchandise, and that firm refused to sell our place 
of business because it was a cooperative, so what recourse does the 
local cooperative have then, that so-called service cooperative, except 
to join a federation of cooperatives where they can of 
plies and at the right kind of prices. 

But you who are Members of Congress have shown your courage 
before. I think you will do it again, and I don’t believe that a little 
or even a lot of shouting from these anticooperative groups will scare 
you. 

I think that you recognize that in the overall the amount of tax 
revenues being lost is relatively minor. Perhaps there is some tempo 
rary deferment. But the President has advised us that we can expect 
a modest surplus in 1960 and a $4 billion surplus in 1961. So I sub- 
mit that this matter is relatively unimportant so far as the Government 
is concerned. 

It is likewise unimportant so far as competitors are concerned, for it 
has not kept the agri-business people from becoming prosperous. 

The existence of cooperatives, as such, has probably kept their mar- 
gins from becoming exorbitant but it hasn’t kept them from being 
plenty prosperous. You know this to be true, because you are well 
aware of the earnings reports of major agri-business corporations in 
this country. 

So this matter is not of monumental importance to the Government 
or to the business community, but it is of tremendous importance to 
the farmers of this country. It was important in 1951. It was im- 
portant in 1949 and 1945 and 1938 and 1933. The problems that 
existed then, unfortunately, exist today. There is little change, and I 
cannot believe that the economy of this Nation and the health and 
well-being of our farmers would be materially helped by the various 
changes in the tax laws which have been advocated. 

Let us keep one thing in mind, gentlemen. Farmers’ cooperatives 
have been organized to help a great mass of the people in this country 
who need help badly. They have not been organized so that a few 
investors can make some money. Farmers’ cooperatives are organiza- 
tions of people, farm people trying to get a job done for themselves. 
That task is not yet done, and until it is done I don’t think that either 
you or I can relax. 

Right now it looks like a good part of the job is up to you, to you 
and your colleagues on the Agriculture Committee and in the rest of 
Congress. You are only dealing with different parts of the same 
problem. 

How you handle these matters will affect the pocketbook of virtually 
every farmer in this country. I think that farmers by the force of 
circumstance are compelled to look to the Government for encourage- 
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ment and help, and I think that it is the duty of Congress to consider 
all possible ways to restore prosperity to agriculture. Unless farmers 
regain some measure of prosperity, our whole economy is in danger. 

One of the best ways to help farmers is to provide them with the 
tools to help themselves. And one of the best tools for a farmer 
to work with is his own cooperative. It is both your job and mine to 
try to raise the level of farm income, and this cause can be helped mate- 
rially if we see to it that farmers’ cooperativ es grow and prosper and 
expand. Until they are big enough to do the job that they are de- 
signed to do, then you should seek ways to help rather than hinder. 
\n increased tax burden on farmers now is not the way to help. 

Thank you for the opportunity to present this statement to this 
committee. 

In addition let me add, Mr. Chairman, that I would like to say that 
our organization is in accord with the statement made by the National 
Council of Farmer Cooperatives and the Agricultural Council of 
California that if the Congress does take any action on the status 
of cooperative taxation, and we don’t think any should be taken, then 
we are in favor of their position of giving the farmer a choice of 
either including the noncash refunds in his income the year in which 
it is received or at a later date, providing he stays of course with one 
selected policy. 

The Cuarman. Mr. Heinkel, you desire to have this material, 
attached to your statement, made a part of the record, I assume. 

Mr. Henke. Yes, sir. 

The CHarrMan. Without objection, it will be included in the record. 

(Material referred to follows:) 
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The Cuatrman. Mr. Heinkel, we appreciate your bringing to us the 
views that you have given us, and permit the Chair to observe that he 
has noticed the distinguished chairman of the Appropriations Com- 
mittee, Mr. Cannon, present in this hearing room. 

We are pleased to have you with us today, Mr. Cannon. 

Are there any questions of Mr. Heinkel ? 

Mr. Mason. Mr. Chairman. 

The CuHatrman. Mr. Mason. 

Mr. Mason. Mr. Heinkel, you heard, I believe, Mr. Howell discuss 
the Southern States Cooperative. Would you classify the Southern 
States Cooperative as a fomaie cooperative like you were defending ? 

Mr. Hernxet. I could not hear all of his testimony back where I 
was sitting. 

I am not entirely and thoroughly familiar with Southern States 

Cooperative, but to the best of my knowledge, Mr. Mason, I would 
regard it as a farmers’ cooperative. 

Mr. Mason. Thank you. 

The Cuatrman. Are there any further questions? 

Mr. Utt will inquire. 

Mr. Urr. I just wanted to pursue the question that Mr. Mason 
started on and call your attention to this Mississippi Chemical Co. 
example which Mr. Howell testified to, where they sold stock to doctors, 
dentists, and professional men, and then through some gimmick were 
able to call it a cooperative and avoid taxes. 

Do you support that type of a cooperative ? 

Mr. Hernxet. I think we should understand that a cooperative can 
sell its certificates of indebtedness to anyone who cares to buy them 
because in our case—I don’t know about Mississippi Chemical Co.— 
our certificates of indebtedness carry no voting power, and so the vot- 

ng power rests in the hands of the cooperators, the patrons of the 
operative. 

Mr. Urr. I would like to say to you that I think it is that type of 
comeneres that is going to destroy the pure farm cooperative. If 

he farmer cooperatives begin to develop that type of cooperative, they 
are going to find themselves in deep trouble. 

I am a member of several cooperatives in California, the Sunkist 
and one or two others, but I can see the death knell for the true farmer 
cooperatives if they expand and through some gimmick, a corporation 
becomes a cooperative and avoids all of these taxes. 

Mr. Hernxet. I would like to say, commenting on that observation 
of yours, that I know some people who are members of marketing 
cooperatives, and it is the marketing cooperatives that exist in greatest 
numbers and do the greatest volume of business in this country, but I 
think you can see by the chart that I have attached to my statement 
that solving the problem of marketing and getting a better price for 
farm products is not entirely the sole approach to the solution of the 
farm problem. 

A lot of it lies in the price that we pay for farm supplies, and origi- 
nally in this country the only fertilizer we had was that produced 
out on the farm, and so, as we began to deplete our soil fertility, it 
became necessary to resort to the use of commercial fertilizer in thou- 
sands of tons. 
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As an illustration of Missouri, we used only about 60,000 tons in 
1940, and now we are using in excess of three-quarters of a million 
tons each year. Farmers have decided that it is necessary for them 
to acquire that fertilizer, acquire the ingredients, and blend it them- 
selves, and whether that is in the form of nitrogen, or phosphate, or 
potash, I can see that that was something that was originally a part 
of the business of farming and just because it has gone into a commer- 
cial product doesn’t exclude it lens being a true farm supply and one 
which farmers have a right to produce themselves. 

Mr. Urr. That is all I have, Mr. Chairman. 

The CuarrMan. Are there any further questions ? 

Mr. Alger will inquire. 

Mr. Aucer. Mr. Heinkel, I am going through these hearings for 
the first time, and I find your statement, of course, a very vigorous 
one, and you are to be commended for your vigorous presentation. 

However, with respect to some of the language you used, and you 
chose your own language, which is your right, by sitting here in 
silence I did not want you to think that the hearings as they pro- 
gressed thus far indicated your view was typical of even some of the 
cooperatives who have appeared before us. 

I refer to such terms as “howling,” “hatchet work,” “the people 
who emasculate farmer cooperatives are clever and they are smart,” 
and “propaganda,” and “the plight of the farmer in which some seem 
to be delighted.” 

This is in the Agricultural Committee jurisdiction, but if we do not 
find the solution to the farmers’ problem, it is not because, so far as | 
know, anybody is delighted at the farmers’ plight, and then you say 
the matter is relatively unimportant. 

You further say, on page 5, that it is not of monumental impor- 
tance to the Government or to business, but it is to the farmer. 

Well, those of us that conscientiously try to solve problems when 
they are presented to us might think they are monumental and over- 
stress the case. 

I would like to ask a few questions. 

You said on page 4, “They know”—and you are talking about the 
people now who would emasculate the farmer cooperatives, the clever 
propaganda experts who are smart—that: 


Cooperatives are not the industrial giants that they say they are. 


Coincidentally, the gentleman who just preceded you said, on page 4 
of his statement, and that was Mr. Howell, that $49 million was left 
in Southern States Cooperatives absolutely untaxed. 

I do not know whether you folks think $49 million is big or small. 
To me that is a lot of money, and he has just said that that was un- 
taxed. I call that an industrial giant. It seems to absolutely con- 
tradict your view and you are certainly entitled to contradict that. 

What would you say to that? 

Mr. Hernxet. I would say it is certainly not an industrial giant. 
It is farmers trying to do a job for hameareas and if it wasn’t doing 
some of the job that they started out to do, I don’t believe they would 
be investing their money or leaving their money in that cooperative. 

Again, I am not speaking for Souther States. A gentleman is 
present here who may want to speak for them later on. 
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Mr. Aveer. Again I am not saying they are right or you are right. 
I am just saying one gentleman just appeared saying $49 million had 
been untaxed; he pointed out a total net report of $49 million, and 
total sales last year were $202 million. From where I sit, that is an 
industrial giant. 

As a matter of fact, they were engaged in a number of businesses. 
Let me cite several of those to see if you are doing that in your or- 
ganization. 

He said the co-ops are engaged in some 2,000 services. Here are a 
few on page 5 of his statement: asphalt, barbed wire, steel, aluminum 
roofing, paint and paint supplies, insecticides, tires, batteries, auto 
accessories, golf balls, and so forth. 

Again, are those the things that your organization engages in, the 
152,000, of which you are a member? 

Mr. Hertnxet. We engage in the furnishing of farm production 
supplies which consist of feed, fertilizer, fencing, hog troughs, water 
tanks, grain bins, and so forth. 

Mr. Acer. Then one other question. I will not try to pursue this 
any further, but I did want to just get these in the record because I am 
trying to look into these further, too, in view of your statement. 

You say on the bottom of page 3 that there is one single, solitary 
problem : 


We have not stemmed the tide of agricultural depression. 
You say also: 


The farmers cooperatives have not been able to achieve the size that is neces- 
sary to meet the problem— 


and then you say : 


That problem is lack of the ability to acquire financing. 


I know this is a very delicate subject, particularly politically, but 
has it ever occurred to you that maybe the basic problem is that there 
are too many farmers on the farm ? 

Can we just subsidize farmers in getting them to stay there, when 
actually if we let free enterprise enter the picture a little more in this 
field and allied agricultural fields, this might iron it out. 

Mr. Hernxev. No; I don’t think that is the answer to the problem 
and I will tell you very simply why I don’t think so. We just checked 
a few days ago and found that the equity that farmers have in land, 
buildings, livestock, and equipment, amounts to $179 billion. That is 
after deducting their indebtedness. And if you figure a reasonable 
rate of interest on that, possibly 6 percent, it would amount to around 
$1014 billion, and the estimated net income of farmers for the year of 
1960, according to USDA people and other economists, will be less 
than that amount. 

The reason I use that as a means of answering your question is that 
I don’t think it matters whether those equity assets are owned by 
4 million farmers, 3 million farmers, 2 million, or a half million, or a 
half a dozen. That investment is out there in land, buildings, live- 
stock, and equipment, and if a few farmers quit and go to town, they 
don’t take the farmland with them. It just falls into the hands of 
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some other more efficient fellow, so the investment out there and the 
net return to agriculture isn’t enough to pay an interest return on the 
investment and the farmers are working for absolutely no wages at all. 

Mr. Aucer. We are turning many of our farms into homesites down 
our way. 

Mr. Hernxev. There will probably be more of that. 

Mr. Avcer. I do appreciate your statement and I will look into this 
further at another time. 

Mr. Hernxet. I appreciate your questions. 

Mr. Arcer. Thank you. 

The CuarrmMan. Are there any further questions of Mr. Heinkel’ 

If not, Mr. Heinkel, we thank you, sir, for bringing to the commit- 
tee your views. 

Our next witness is Mr. Harold O. Smith. 

Mr. Smith, please identify yourself for the record by giving us 
your name, address, and the capacity in which you appear. 


STATEMENT OF HAROLD 0. SMITH, JR., EXECUTIVE VICE PRESI- 


DENT, UNITED STATES WHOLESALE GROCERS’ ASSOCIATION, 
INC. 


Mr. Suiru. Thank you, sir. 

Mr. Chairman and members of the Ways and Means Committee, 
my name is Harold O. Smith, Jr. I am executive vice president of 
the United States Wholesale Grocers’ Association, a national trade 
organization of wholesale grocers supplying independent retailers, 
supermarkets, voluntary groups, and institutional accounts throughout 
the United States. 

I might preface my remarks, Mr. Chairman, by stating that we as 
major distributors of products of the farm, usually in process form, 
have absolutely no quarrel with the farmer’s good marketing methods 
of his products. We do feel, however, that this question of taxation 
of the co-ops or the privileges under the tax laws has expanded to a 

oint far beyond any original intent of Congress and has reached out 
into trades that have absolutely nothing to do with farmers and farm 
products, so I would like to speak to the industrial picture as a whole 
rather than discussing the question of the merits of farm cooperatives. 

At each of the previous hearings held by the House Committee on 
Ways and Means to consider the removal of the tax exemption privi- 
leges of the cooperatives, the United States Wholesale Grocers’ Asso- 
ciation, in behalf of its members, has voiced strong support of legisla- 
tion that would provide tax equality for competing Santis enter- 
prises. 

The competitive situation in the food distribution industry today 
has resulted in wide use of cost-reducing systems and methods with 
the result that corporate chains, cooperatives, and independent whole- 
sale and retail distributors are each supplying practically the same 
services with much the same cost factors, operating margins, and net 
profit. In fact, the net profit across-the-board is approximately one 
percent plus or minus a fraction of a percentage. 

It can therefore be readily understood that if one segment of the 
food distribution system is permitted a discriminatory advantage, 
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such as means for escaping taxes on retained earnings, all other com- 
peting systems of food distribution are severely penalized. 

Food distributors who are hard-pressed for the moneys necessary 
to keep pace with modernization and expansion needs, very logically 
ask the question: Why should our Federal Government permit this 
one competitive element, referred to as cooperatives, to enjoy loop- 
holes in the law and regulations that will enable them to retain all or 
any part of their earnings without tax obligation, thus giving them a 
tremendous advantage of additional tax-free working capital ? 

Furthermore, such escapes from tax responsibilities have reached 
such sizable proportions, they are bound to place a much heavier bur- 
den of taxes on the American taxpayers as a whole, and industry in 
particular, in order to provide the moneys necessary to meet Gov- 
ernment expenditures. 

We therefore respectfully urge that the Congress face up to this 
serious problem now and delay no longer in plugging up the tax- 
escaping loopholes by making it necessary that cooperatives be re- 
sponsible for the prompt payment of their share of the Nation’s taxes 
on the same identical terms as applies to the businesses with which 
they compete. 

We are not condemning cooperatives as a legitimate form of busi- 
ness enterprise. It just makes good sense that in the interest of fair- 
play, and good business ethics, and in keeping with the spirit of the 
antitrust laws, they should not be treated differently from the busi- 
nesses with which they compete. 

With the chairman’s permission, I would like to add this associa- 
tion’s endorsement of Mr. Brady O. Bryson for the Joint Committee 
on Taxation of the Milk Industry Foundation and the International 
Association of Ice Cream Manufacturers. 

I think he gave that the day before yesterday. 

Mr. Foranp (presiding). Does that conclude your statement ? 

Mr. Situ. Yes, sir. 

Mr. Foranp. Are there any questions? 

If not, we thank you for your appearance and the information given 
the committee. 

Mr. Smirn. Thank you very much, Mr. Chairman. 

Mr. Foranp. The next witness is Mr. Robert Guenzel. 

Is Mr. Guenzel here? Come forward, please. For the purpose of 
the record, will you give your name and the capacity in which you 
appear ? 


STATEMENT OF ROBERT C. GUENZEL, IN BEHALF OF A NUMBER 
OF NEBRASKA FARM COOPERATIVES 


Mr. Guenzev. Mr. Chairman, I am Robert Guenzel. I appear here 
as counsel for a number of Nebraska farm cooperatives whose names 
[ will give you in the beginning of the statement. 

Mr. Foranp. You are recognized for 20 minutes, Mr. Guenzel. 
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some other more efficient fellow, so the investment out there and the 
net return to agriculture isn’t enough to pay an interest return on the 
investment and the farmers are working for absolutely no wages at all. 

Mr. Aucer. We are turning many of our farms into homesites down 
our way. 

Mr. Hernxev. There will probably be more of that. —_. 

Mr. Acer. I do appreciate your statement and I will look into this 
further at another time. 

Mr. Hernxet. I appreciate your questions. 

Mr. Arcer. Thank you. 

The Cuatrman. Are there any further questions of Mr. Heinkel? 

If not, Mr. Heinkel, we thank you, sir, for bringing to the commit- 
tee your views. 

Our next witness is Mr. Harold O. Smith. 

Mr. Smith, please identify yourself for the record by giving us 
your name, address, and the capacity in which you appear. 


STATEMENT OF HAROLD 0. SMITH, JR., EXECUTIVE VICE PRESI- 
DENT, UNITED STATES WHOLESALE GROCERS’ ASSOCIATION, 
INC. 


Mr. Smiru. Thank you, sir. 

Mr. Chairman and members of the Ways and Means Committee, 
my name is Harold O. Smith, Jr. I am executive vice president of 
the United States Wholesale Grocers’ Association, a national trade 
organization of wholesale grocers supplying independent retailers, 
supermarkets, voluntary groups, and institutional accounts throughout 
the United States. 

I might preface my remarks, Mr. Chairman, by stating that we as 
major distributors of products of the farm, usually in process form, 
have absolutely no quarrel with the farmer’s good marketing methods 
of his products. We do feel, however, that this question of taxation 
of the co-ops or the privileges under the tax laws has expanded to a 
point far beyond any original intent of Congress and has reached out 
into trades that have absolutely nothing to do with farmers and farm 
products, so I would like to speak to the industrial picture as a whole 
rather than discussing the question of the merits of farm cooperatives. 

At each of the Steriod habitats held by the House Committee on 
Ways and Means to consider the removal of the tax exemption privi- 
leges of the cooperatives, the United States Wholesale Grocers’ Asso- 
ciation, in behalf of its members, has voiced strong support of legisla- 
tion that would provide tax equality for competing netted, enter- 
prises. 

The competitive situation in the food distribution industry today 
has resulted in wide use of cost-reducing systems and methods with 
the result that corporate chains, cooperatives, and independent whole- 
sale and retail distributors are each supplying practically the same 
services with much the same cost factors, operating margins, and net 
profit. In fact, the net profit across-the-board is approximately one 
percent plus or minus a fraction of a percentage. 

It can therefore be readily understood that if one segment of the 
food distribution system is permitted a discriminatory advantage, 
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such as means for escaping taxes on retained earnings, all other com- 
ting systems of food distribution are severely penalized. 

Food distributors who are hard-pressed for the moneys necessary 
to keep pace with modernization and expansion needs, very logically 
ask the question: Why should our Federal Government permit this 
one competitive element, referred to as cooperatives, to enjoy loop- 
holes in the law and regulations that will enable them to retain all or 
any part of their earnings without tax obligation, thus giving them a 
tremendous advantage of additional tax-free working capital? 

Furthermore, such escapes from tax responsibilities have reached 
such sizable proportions, they are bound to place a much heavier bur- 
den of taxes on the American taxpayers as a whole, and industry in 
particular, in order to provide the moneys necessary to meet Gov- 
ernment expenditures. 

We therefore respectfully urge that the Congress face up to this 
serious problem now and delay no longer in plugging up the tax- 
escaping loopholes by making it necessary that cooperatives be re- 
sponsible for the prompt payment of their share of the Nation’s taxes 
on the same identical terms as applies to the businesses with which 
they compete. 

We are not condemning cooperatives as a legitimate form of busi- 
ness enterprise. It just makes good sense that in the interest of fair- 
play, and good business ethics, and in keeping with the spirit of the 
antitrust laws, they should not be treated differently from the busi- 
nesses with which they compete. 

With the chairman’s permission, I would like to add this associa- 
tion’s endorsement of Mr. Brady O. Bryson for the Joint Committee 
on Taxation of the Milk Industry Foundation and the International 
Association of Ice Cream Manufacturers. 

I think he gave that the day before yesterday. 

Mr. Foranp (presiding). Does that conclude your statement? 

Mr. Sniru. Yes, sir. 

Mr. Foranp. Are there any questions? 

If not, we thank you for your appearance and the information given 
the committee. 

Mr. Smiru. Thank you very much, Mr. Chairman. 

Mr. Foranp. The next witness is Mr. Robert Guenzel. 

Is Mr. Guenzel here? Come forward, please. For the purpose of 
the record, will you give your name and the capacity in which you 
appear ? 


STATEMENT OF ROBERT C. GUENZEL, IN BEHALF OF A NUMBER 
OF NEBRASKA FARM COOPERATIVES 


Mr. Guenzet. Mr. Chairman, I am Robert Guenzel. I appear here 
as counsel for a number of Nebraska farm cooperatives whose names 
I will give you in the beginning of the statement. 

Mr. Foranp. You are recognized for 20 minutes, Mr. Guenzel. 
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Mr. Guenzex. Mr. Chairman, you will all, I am sure, be pleased 
to know that in view of the knowledge that I have now received from 
the previous testimony, I will not take but approximately half that 
time. 

Mr. Foranp. We will appreciate that. 

Mr. Guenze.. The following represent the views of Madison Co- 
operative Creamery, Madison, Nebr.; Burt County Cooperative Oil 
Co., Tekemah, Nebr.; Greenwood Cooperative Elevator Association, 
Greenwood, Nebr. ; Farmers Elevator Co., Virginia, Nebr. ; and Farm. 
ers Union Cooperative Oil Association, Stromsburg, Nebr., and I am 
authorized to convey them to you. 

Basically, we support the principle of a single tax falling upon that 
portion of the cooperative income which is refunded to patrons as 
patronage, and that tax to be paid by the patron on the face amount 
of the patronage refund in the year in which notification of such re- 
fund is delivered to him. This represents, as we understand it, the 
proposal W. E. Rumble presented to you upon the afternoon of Febru- 
ary 1 and we approve and support this position. 

Further than that, these cooperatives support the principle of a 
single tax upon all corporations and we believe that. all corporations 
should be allowed to exclude from their income for income tax pur- 
poses the dividends paid by them to their owners. 

This perhaps naive view is the view I have been instructed to con- 
vey to you by my clients. We cannot see w hy there should be a dif- 
ferentiation between the taxation of any business enterprise whether 
it be sole proprietorship, partnership, cooperative or ordinary corpo- 
ration, small corporation which chooses to be taxed as a partnership, 
or a partnership which chooses to be taxed as a corporation. The 
income tax laws should be simplified and all forms of business enter- 
prise should be treated similarly, regardless of the form under which 
they choose to do business. 

We oppose the position of the Treasury Department as presented 
to you last Monday for the reason that the same represents an un- 
warranted interference with the operation and internal financial struc- 
ture of a cooperative corporation totally unprecedented even in this 
day of extensive Government regulations. 

We will not repeat in detail repetitious legal arguments. The pri- 
mary purpose of our presentation is to assure the committee that the 
principle of the payment of income tax on the face amount of a 
patronage refund in the year in which notification of the allocation 
of the patronage refund is received has the support of the thousands 
of members of the small farmer cooperatives in the Middle West. 

I can make this statement because of surveys that have been con- 
ducted of the membership of the organizations which I here represent 
and of surveys which I have further made myself in the short space of 
time since the date of this hearing was determined. 

I should add to the record at this point that this statement is par- 
ticularly appropriate in view of the statement that Mr. Turnbow made, 
the first witness here today, in which he stated that many of the pres- 
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entations here were by representatives of national organizations of 
cooperatives or by large cooperatives. 

Mr. Foranp. If you skip any part of your written statement, it will 
all appear in the record. 

Mr. Guenzex. Thank you. 

For example, on January 29 I attended a meeting at the Keystone 
Hotel at McCook, Nebr., at which were present representatives of ap- 
proximately 90 grain cooperatives located in western Kansas, eastern 
Colorado, and southern Nebraska. I discussed this matter with these 
representatives and they supported the foregoing position without 
dissent. 

Now, of course, it might be argued that these individuals repre- 
sented the knowledgeable class of cooperative members and were not 
representatives of the membership asa whole. This is not true. 

On January 21 I attended the annual meeting of the Gothenburg 
Cooperative Oil Co. of Gothenburg, Nebr., at which were present 
about 205 members of that corporation. I explained the propositions 
that are before this committee in detail, taking approximately 1 hour 
and 15 minutes; the presentation was as impartial as I could make it 
and I gave no indication of the position that any other group had 
taken or of my own position. I then answered questions for about 20 
minutes from the floor with reference to the different proposals. 

Thereafter, I asked the members to write on a ballot, without sign- 
ing it, their position or opinion. These ballots were, without a single 
exception, in support of the principle I am here supporting. Repre- 
sentatives comments were as follows: 

Pay tax when paper is issued. 

I would be in favor of paying taxes on the paper or certificates issued and not 
on deferred cash refunds. 

Pay tax when we get certificates. 

Pay as we go the income tax, providing we don’t have to pay it again. 

No objection to paying tax now and receiving money later. 

Furthermore, many of these individuals stated orally that they be- 
lieved that was the way that the law had required them to do it and 
they had been so reporting for tax purposes in past years. This is a 
problem I will discuss subsequently. 

Last spring the Internal Revenue Service held a hearing on the prob- 
lem of the taxation of patronage refunds in the hands of patrons at 
which I expressed the position of my clients that the members of the 
small cooperatives in our area did not object to paying taxes upon the 
amount of patronage refunds whether the case was received or not. I 
could not understand that my clients could feel this way. They do not 
know what I am sure many of you committee members from farm 
States must know; that is, that these farmers, many of them, can still 
remember what it was like before they had their cooperative organiza- 
tion. 

Prior to the construction of the first cooperative elevator in 1907 
at Enders, Nebr., the margin upon which the old-line elevators pur- 
chased wheat was 33 cents. During the construction of the cooper- 
ative elevator it dropped to 8 cents; after the cooperative elevator had 
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been operating for a period of time, their experience indicated that 
it could be reasonably dropped to 4 cents. This has meant a sum of 
approximately $25 million that has been paid to the farmers of this 
area above the price that they would have been paid on the operation 
of the old-line elevators. 

You can see that farmers realize that the patronage that they place 
in a business represents value to them. 

Moreover, while the grain cooperatives have been operating for a 
long period of time, petroleum cooperatives are more recent in our 
area. They were started during the thirties when the farmers started 
to utilize petroleum products and found that they were paying $1 per 
gallon for lubricating oil which cost the vendor 50 cents a gallon, and 
were paying 12 to 14 cents per gallon margin on gasoline. 

Within the last decade we have seen the introduction of anhydrous 
ammonia as a fertilizer. Originally the cooperatives did not go into 
this business but, in Gothenburg, for example, the Gothe nburg C oOp- 
erative found that the local distributor was m: iking a profit of 135 per- 
cent. I think the statement should read “a margin” rather than “a 
profit.” I am sure, although I was told profit, that no business oper- 
ates at a profit of 135 percent. 

After study, it was determined that reasonable margins were in the 
vicinity of 10 to 20 percent and that is where they are since the cooper- 
ative commenced operation in this area 

The local members understand, in our area, these problems. Quite 
frankly, I do not believe that they have the same approach of paying 
taxes that is apparent in the eastern seaboard, if the Long Poultry 
Farm case represents the view of the eastern seaboard. They want 
to pay their fair share and they believe that they should pay tax 
on the face amount of the patronage refund in the year in which it is 
allocated to them, because they believe that in that year they have 
placed into or reinvested in their business their money as they have 
chosen to do. 

In this testimony I have referred previously to the hearings held 
before the Regulations Program Section of the Internal Revenue 
Service on May 6, 1959, for the consideration of proposed regulations 
on the taxation of patronage refunds in the hands of patrons to give 
consideration to the principle of the Long Poultry Farm case—Long 
Poultry Farms, Inc., vy. Commissioner ((C.A. 4th 1957) 249 F. 2d 

726)—and others of simil: ar tenor. 

The proposed regulations, published in the Federal Register for 
March 11, 1959, were, in substance, the same proposals plac “ed before 
this committee by the Treasury Department. This hearing was at- 
tended by a number of individuals representing both cooperatives 
and other business, many of whom have appeared before you. Many 
of the same objections that you have heard were made at this heat 
ing and it is interesting to note that the final regulations ndegthd, 
on December 3, 1959, are a far cry from the original proposals. 

I do not know what caused the change in ‘the re oaltiats but this 
committee should certainly take note of the fact that at least the 
regulations program section of the Internal Revenue Service did not 
go along with the present Treasury proposals and their unwarranted 
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and unprecedented interference with the internal operations of a 
particular type of business enterprise. Even the regulations as final- 
ty adopted, however, reflect the peculiar attitude of the Treasury 
Department toward cooperatives. 

Instead of taking the obvious position of accepting the refunds 
at their face amount for tax purposes and placing the burden on the 
taxpayer, if he claimed contrary thereto, to prove a different value 
the Internal Revenue Service took the position, totally unnecessarily 
and uncalled for by the court decisions, of setting our rules that, 
prima facie, would determine whether the refund had value. 

It seems rather peculiar that even though a taxpayer is willing to 
accept an item as having a certain value, and is willing to pay the 
tax aot thereon, the Internal Revenue Service is taking the posi- 
tion that it has a lesser value with a resulting decrease in the tax 
payable. 

One final point I should draw briefly to the attention of the com- 
mittee. 

As previously indicated, my contact over the past recent months 
with literally hundreds of cooperative patrons leads me to state that 
the effect of the Long Poultry Farm case, supra, has never been prop- 
erly evaluated, if such evaluation is possible, and it has certainly never 
been explained to the farmers. In any event, the vast majority of 
farmers understood the 1951 act to mean that they should pay taxes 
on their patronage refunds in the year in which they were allocated 
to them and this is what they have been doing for the past 9 years. 

Furthermore, for the year 1959, most farmers have indicated to me 
that this is what they are going to do, even when I have explained to 
them the possible effects of the Long Poultry case. This course of 
conduct must certainly be taken into consideration and, to me, stands 
as proof that the farmers of the Middle West are firmly behind the 
position of a single tax on the face amount of patronage refunds pay- 
able by the farmer in the year in which he receives notification of his 
allocation. 

I am further authorized to state to you that these groups, while not 
opposing the position of the National Council of Farmer Cooperatives 
with relation to a choice on the part of farmers, see no need for such 
legislation and they are willing and desirous of paying the tax in 
the year in which they receive the notification of their patronage 
refund. 

I thank you. 

Mr. Foranp. Are there any questions ? 

If not, we thank you, sir, for your presentation to the committee. 

The next witness is Mr. Austin Carpenter. 

Is Mr. Carpenter here? Will you come forward, please, sir, and 
for the purpose of the record will you give your name and the capacity 
in which you appear ¢ 








266 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


STATEMENT OF AUSTIN W. CARPENTER, EXECUTIVE DIRECTOR, 
EASTERN FEDERATION OF FEED MERCHANTS 


Mr. Carrenter. Mr. Chairman and gentlemen of the Ways and 
Means Committee, I am Austin W. Carpenter, Sherburne, N.Y., the 
executive director of the Eastern Federation of Feed Merchants, Inc., 
which is a trade association of 492 livestock feed manufacturers and 
retailers doing business in New York, Pennsylvania, New Jersey, Del- 
aware, Maine, Maryland, New Hampshire, Vermont, Massachusetts, 
Connecticut, and Rhode Island. 

Mr. Foranp. Mr. Carpenter, you are recognized for 10 minutes. 

Mr. Carpenter. The members of our association are independent 
operators who manufacture and retail livestock and poultry feeds and 
other farm supplies at country points throughout the Northeast. 

In New York, Pennsylvania, and New Jersey, they are in compe- 
tition with the Cooperative Grange League Federation Exchange; in 
New England and Pennsylvania, they compete with the Eastern States 
Farmers Exchange, and in Delaware and Maryland, with the Southern 
States Cooperative. 

The cooperative spokesmen would have you believe that coopera- 
tives are composed of a few local farmers joining together in order 
to save themselves a little money on buying their feed, fertilizer, and 
seed requirements, or perhaps in selling their crops on a unit basis. 
I would therefore like to tell you something about the cooperatives 
that the members of our association compete with. 

According to the December 31, 1958, statement of the Eastern States 
Farmers Exchange, the total sales of this cooperative for 1958 were 
$87,102,050. Its net income was $3,651,000. It paid in cash patronage 
dividends $2,451,000, and retained $1,200,000. This cooperative pays 
no Federal income tax. 

The Southern States Cooperative statement of June 30, 1958, puts 
its total sales for the year ending on that date at $203,291,795. This 
covers both wholesale and retail sales. Its net income for the year 
was $8,449,090. It distributed $3,100,026 to patrons in cash dividends, 
retaining $5,349,064. It pays no Federal income taxes. 

The Cooperative Grange League Federation Exchange is one of 
the large cooperatives in the merchandising and marketing fields. 
Its penne business is to supply farmers with feeds for dairy cows, 
poultry, and other livestock, fertilizers and chemicals, seeds, pe- 
troleum products, and practically all other supplies used on farms 
except heavy equipment. 

The commodities which it purchases or manufactures at wholesale 
are distributed to farmers through a system of 613 retail outlets, which 
also carry a full line of implements and supplies for maintaining 
home gardens and lawns. This cooperative operates 4 large feed 
mills, 13 fertilizer and chemical plants, 8 seed processing plants, a 
refinery and 14 petroleum terminals, and 8 wholesale farm supply 
warehouses. It is one of the top volume cooperatives of the country. 

The grange league federation, however, taxwise, presents an out- 
standing contrast to the other two mentioned cooperatives. According 
to its statement of June 30, 1958, it had for the year ending on that date, 
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combined wholesale and retail sales of $38,451,000, with a net income 
of $7,645,000. 

In contrast to the other two cooperatives mentioned, it paid a con- 
solidated income tax amounting to $3,105,000. After the payment of 
this income tax, it paid the stockholders in dividends $1,738,000 and 
$1,059,000 in patronage dividends, retaining $1,743,000. 

Although grange league federation paid over $3 million in Federal 
income taxes, it prospered, according to its annual report to stock- 
holders at an annual meeting in October 1959. It reported that the 
cooperative’s dollar volume of business in 1958-59 reached a new 
peacetime high, a record $392 million, and that the combined whole- 
sale and retail business conducted totaled $328 million, up to $20 
million over the previous year, and further, that during the year, 
total assets increased from $113 million to $118 million. This, it 
seems, very convincingly refutes the contention of many cooperatives 
that if they were required to pay Federal income tax, they could 
not continue in business and serve their farmer members. 

I think you will agree with me that it is very significant that since 
the Grange League Federation adopted a policy of voluntarily paying 
Federal taxes, it has contributed $24 million to the support of the 
Federal Government, and today it is very much in business, in face 
of that payment of income tax. 

Your committee, I assume, is conversant with the fact that although 
the concept of Congress, when it granted tax freedom to the farm 
cooperatives, was on the basis that they dealt only with farmers, that 
currently they have gone far afield and now seek the business of 
nonfarmers as well as that of farmers. Their merchandising efforts 
are no longer confined to farm people. 

Our feed people, who by and large come within the category of 
operating small businesses, are desirous of enjoying the opportunity 
of equality of competitive opportunity. They ask no favors, but do 
strongly insist that their cooperative competitors be given no ad- 
vantage taxwise. They look to your committee to recommend com- 
plete tax equality as between them and their cooperative competitors 
which, as shown by the Grange League Federation experience, would 
not destroy or cripple cooperatives. 

I would like to file as part of my statement the last annual report 
of the Grange League Federation made to its members at its annual 
meeting. 

I would also like to extend to you the appreciation of the members 
of our federation for this opportunity of presenting our position. 

Mr. Foranp. Thank you very much. That will be included. 

(Information referred to follows:) 
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PROGRAM 


G.L.F STOCKHOLDERS 
ANNUAL MEETING, 1959 


Thursday Afternoon, October 22, 2:00 p.m. 
Call to Order ........C. E. Snyper, Vice President 
Invocation ......THE Rev. Dutton S. PETERSON 


President, New York State Council of Churches 


Proof of Call and Minutes R. B. Gervan, Secretary 


Introduction of Directors C. E. Snyper, Vice President 


President’s Report J. C. Corwrtn, President 
General Manager’s Report E. H. FALton, General Manager 
Nominations for Directors Presented by G. Harold Cowles, 
Ashville, N. Y.; Lester L. Eaton, Whitney Point, N. Y.; Frank 
Stark, Ghent, N. Y.; Clyde O. Vosburgh, Titusville, Pa.; John 
M. Frazee, Annandale, N. J.; Leland D. Smith, Brasher Falls, 
N. Y., Master, New York State Grange; Donald F. Green, 
Chazy, N. Y., President, New York Farm Bureau. 


Nominations from the Floor 


Elections 


Recess until Friday Morning 
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Friday Morning, October 23, 9:00 a.m. 


Call to Order J. C. Cornwrrtn, President 
Report of Inspectors of Election 
Election of Inspectors of Election for 1960 


Presentation of Door Prizes J. C. Hutrar 
Director of Poultry Industry Relations 


Address Joun L. StroHM 
Editor, Ford Almanac 


Attendance Recognition N. E. Wuite 


Director of Membership Relations 
Discussion Period J. C. Cornwitn, President, Moderator 


Adjournment of General Session 


2 
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NOMINATED 


for Election to the G.L.F. Board of Directors 


Nominations take place 
Thursday afternoon, fol- 
lowed by voting by mem- 
bers present. Ballots cast 
are added to member votes 
received by mail. In- 
spectors of Election report 
Friday morning. 





J. C. Corwrrn 
Water Mill, N. Y. 


Nominated by 
New York State Grange 











Hanon G. Soper CLaytTon G. WHITE Haro.p L. Crear 
Geneva, N. Y. Stow, N. Y. Homer, N. Y. 
Nominated by Nominated by District 1 Nominated by District 3 


New York Farm Bureau 








MILBURN J. HUNTLEY Roy S. Bowen Currrorp E. SNYDER 
West Winfield, N. Y. Wellsboro, Pa. Pittstown, N. J 
Nominated by District 5 Nominated by District 7 Nominated by District 9 
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THE G.L.F. FARM SHOW 


“What’s New in G.L.F.” is pointed up visu- 
ally in the annual G.L.F. Farm Show in the 
exhibit hall of War Memorial. 


The show gives added depth to manage- 
ment’s report to stockholders. It presents a 
composite of the many goods and services 
G.L.F. provides to help patrons farm efficiently 
and profitably. 


This year the show is divided into three 
sections, covering the major agricultural activi- 
ties of the Northeast: Dairy, Poultry and Crop 
Farming. G.L.F. specialists will be on hand to 
supply information and answer questions. 


Your attention is called to the mass display 
of farm products raised by G.L.F. members. 
This exhibit symbolizes the productive power 
of G.L.F. patrons’ farms in supplying the mar- 
kets of the Northeast and, in some instances, 
of the entire nation. 


The exhibit area will be open from 8 a.m. to 
11 p.m. Thursday, October 22, and from 8 
a.m. to 3 p.m. Friday, October 23, except when 
business meetings are in session. 
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VARIETY SHOW 


Thursday evening, 8:00 p.m. 
WAR MEMORIAL AUDITORIUM 


DANCING REVUE 


EDNA & LEON TRIO 
acrobatic artists 


NORBU & COMPANY 
“human” gorilla 


THE VIKINGS 
singing group 


THE FLORIDA TRIO 
comedy trio 


MARCELLI & JANIS 
tight wire performers 


THE MUSICAL WADES 
instrumental quartet 


EDDIE TULLOCK 
master of ceremonies 


Entertainment Committee members for the 1959 Stockholders 
Annual Meeting are, from left: John Wolf, Ripley, N.Y.; George 
Barden, Mansfield, Pa.; Frank Stark, Ghent, N.Y.; Kenneth 
Peterson, Oneonta, N.Y.; and Joseph Taylor, Freehold, N_J. 
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DOOR PRIZES 


Tickets available at the 
auditorium entrance Fri- 
day morning—until 9 a.m. 
only — will be drawn for 
prizes. Only members are 
eligible. 





FIRST PRIZE 
20” Lombard Chain Saw. 





SECOND PRIZE THIRD PRIZE 
Two Redi-Grip Passenger Car Tires. ’ Four Deluxe Lawn King Chairs. 





Oe ' 


FOURTH PRIZE FIFTH PRIZE 
33 pe. %” drive Thorsen Socket Set. Permagrill Deluxe Grill. 


Agent-buyers or store managers of service agencies 
serving the winners will also receive prizes. 
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THE YEAR’S HIGHLIGHTS 


VOLUME HITS NEW HIGH 


G.L.F. Exchange (up 5% ) 
Stores (up 8% ) 
Petroleum (up 9% ) 
Total (up 6% ) 
Agent-Buyers (estimated ) 
Combined 


EXPENSES HELD DOWN 


Expressed as % of Dollar Volume 


G.L.F. Exchange 
Stores 
Petroleum 


DISTRIBUTION OF EARNINGS 


Total Earnings, Exchange, 
Stores, Petroleum 
Federal Income Taxes 
Stock Dividends 
Patronage Refunds 
Retained in the Business 


MEMBERSHIP INCREASES 


Membership at start of year 
Membership at close of year 


MEMBERS’ INVESTMENT UP 


Increase in Exchange stock 
Increase in Store stock 


TOTAL ASSETS UP 


Capital used June 30, 1958 
Capital used June 30, 1959 


NET WORTH HIGHER 
G.L.F. Exchange 


Stores 
Petroleum 


$177 million 
122 million 
29 million 
$328 million 
64 million 


$392 million 


12.33% 
13.28 
15.32 


11.98% 
13.11 
14.79 


$8,353,000 
2,962,000 
1,922,000 
1,157,000 
2,312,000 


114,882 
117,815 


$1,900,000 
800,000 


$113 million 
118 million 


1958 


66.2% 
53.5 
39.0 


_1959 


68.0% 
54.5 
43.0 
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A BRIEF REPORT OF 
G.L.F’s 1958-59 OPERATIONS 


G.L.F. dollar volume in 1958-59 reached a new peace-time 
high, a record $392 million. 


Combined wholesale and retail business conducted through 
the G.L.F. Exchange totaled $328 million, up $20 million 
over the previous year. It marked the fifth year in which the 
figure went over $300 million. 


Volume handled through G.L.F. agent-buyers (estimated at 
$64 million) brings the grand total to $392 million. 


Behind these figures are the detailed records from G.L.F. 
departments and divisions. Among them: Mills Division pro- 
duction of 1.3 million tons of feed and ingredients, up five 
percent over 1957-58; Soil Building Division tonnage of 
815,000, an increase of 25,000 tons; Petroleum Division vol- 
ume of 82 million gallons of gasoline and 57 million gallons of 
heating fuels, both substantial increases over last year. 


Net earnings of the Exchange were $4.6 million, from 
which $2.3 million was deducted for taxes, $1.4 million was 
paid in dividends on stock, and $900,000 added to reserves. 
The net margin figure is $350,000 under 1957-58; it would 
have been above last year’s except for extraordinary, non- 
recurring expenditures which were absorbed during fiscal 


1958-59. 


RETAIL EARNINGS UP 


Retail earnings showed sizable gains. Service stores net 
margins were $3.1 million, up almost $700,000 over the year 
before. Retail petroleum plants had earnings of $690,000, 
more than double those of the previous year. The increased 
petroleum margins were the result of higher volume, operating 
economies, and favorable marketing conditions. 


During the year, total assets of the G.L.F. system increased 
from $113 million to $118 million. 
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MEMBERSHIP INCREASE 


This report reflects the production, distribution, and finan- 
cial operation of G.L.F., but it also indicates another important 
element — increasing use of G.L.F. commodities and services 
by G.L.F. members. And use by members is the only real 
gauge of a cooperative’s value and effectiveness. 


G.L.F.’s farmer-owners now have invested more than $35 
million in stock in their cooperative. Membership stands at 
117,815, an increase of nearly 3,000 over the previous year, 
due in great part to the Members Group Insurance Plan. 


In operation only since last April, the program now pro- 
vides low cost group health, accident and life insurance to 
almost 60,000 people. G.L.F. serves as trustee of the plan, on 
a non-profit basis. 


PROGRESS IN MARKETING 


Last spring the G.L.F. board of directors approved a broad 
marketing program aimed at helping farmers develop more 
profitable markets and improve returns from their farm 
products. 


Recently, G.L.F. was instrumental in developing a market- 
ing and processing agreement between Seneca Grape Juice 
Corporation of Dundee, N. Y., and two apple growers’ co- 
operatives in western New York. 


G.L.F. has invested in Seneca common stock to help finance 
planned expansion and to assure the financial strength needed 
to protect farmers’ interests. 


Investment by farmers, or their cooperatives, in successful 
processing concerns is not new; it has proved an effective mar- 
keting aid in other parts of this nation. The investment in the 
Seneca organization is believed to be the first venture of its 
kind in G.L.F. territory. 

Management also is exploring other marketing areas, in- 
cluding potatoes and onions, in an effort to strengthen farmers’ 
marketing position. Last year, G.L.F. marketed about $27 mil- 
lion worth of produce from Northeast farms. 


EGG PROMOTION 


The slump in the egg market in early 1959 worked severe 
hardships on G.L.F. poultrymen. To help them weather the 
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cost-price squeeze, G.L.F. developed Mash-a-Matic, a special 
feed designed to reduce production costs, and adjusted other 
mash formulas to effect savings for poultrymen. 


This was one step in a three-step program instituted at the 
time. In addition, 30 special meetings were held throughout 
G.L.F. territory at which poultry specialists outlined ways egg 
farmers could improve production efficiency while holding 
down costs. 


The third step was a promotion campaign to encourage egg 
consumption by houséwives. The campaign utilized adver- 
tising and publicity in newspapers, billboards, radio and tele- 
vision to drive home the freshness, value and goodness of 
nearby eggs. 


5-STAR FORAGE GAINS 


The 5-Star Forage Program is well into its second year of 
demonstrating to dairymen the economic benefits of im- 
proving the feeding value and quality of their forage. This 
program continues to gain support from farmers, the farm 
press, state colleges and industry. 

A significant rise in the number of soil tests taken and 
greater use of lime are indicators of farmers’ acceptance of the 
plan. Linked with soil testing and adequate liming are proper 
seeds and seeding, weed and insect control, and well-timed 
harvesting. 


INDIVIDUALIZED FARM SERVICE 


G.L.F.’s corps of farm specialists has been expanded con- 
siderably in the past year. More technicians skilled in feeds 
and feeding, crops and soil, and farm supply commodities 
have been added to help patrons make the most profitable 
use of G.L.F. goods and services. 


Service is the “good right arm” of G.L.F. quality. Both 
were foremost in the minds of the men who gave this co- 
operative its start; both have been assigned positions of prime 
importance by directors and management who have guided 
G.L.F. since its inception. 


51696 O—60 19 
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COOPERATIVE G.F.L. EXCHANGE, 


INC. AND AFFILIATES 


CONSOLIDATED OPERATING STATEMENT 
Year Ended June 30, 1959 and 1958 


NET VOLUME 


1958 1959 
Commodities Purchased by Patrons $148,434,827 $157,687,892 
Products Marketed for Patrons F 20,922,831 19,667,765 
Total Net Volume 169,357,658 177,355,657 
Less Cost of Patrons Purchases & 
Products Marketed 148,782,471 155,089,609 
Gross Margin from Sales 20,575,187 22,266,048 
Add Other Revenue or Expenses(*)-Net 171,631* 1,479,275°* 
TOTAL GROSS MARGIN 20,403,556 20,786,773 
EXPENSES 
Plant (Manufacturing, Conversion and 
Handling) 8,716,533 9,480,021 
Overhead (Distribution, General and 
Administrative) 6,737,839 6,717,322 
Total Expenses 15,454,372 16,197,343 
Net Margin before Federal Income Taxes 4,949,184 4,589,430 
Less—Federal Income Toxes 2,676,698 2,320,394 
Net Margin After Federal Income Taxes $ 2,272,486 $ 2,269,036 


CONSOLIDATED BALANCE SHEET—COOPERATIVE 


G.L.F. EXCHANGE, INC. AND AFFILIATES 


At June 30, 1959 and 1958 
ASSETS 1958 


1959 
Current Assets 
Cash on Hand, on Deposit, 

and in Transit . $ 2,263,743 $ 2,028,739 
Accounts ond Notes Receivable—Net 4,962,701 6,440,144 
Inventories of Raw and Package Materials, 

Finished Products and Supplies 15,243,435 15,944,239 
Due from Affiliates not consolidated 14,059,229 15,087,852 
Advonces on Purchases 1,470,919 1,793,746 
Prepaid Expenses, Miscellaneous 506,336 $22,725 

Total Current Assets 38,506,363 41,817,445 
levestments (Cost) 
Indebtedness not current of Affiliates 

not consolidated, and investments in 

other cooperatives and organizations— 

Net 9,161,241 7,487,134 

Fixed Assets 
Property, Plant and Equipment— 

At Cost 27,288,769 28 603,944 
Less—Allowance for Depreciation 9,924,971 10,977,982 
Net Property, Plant and Equipment 17,363,798 17,625,962 

Deferred Charges 
Deferred Member Group Insurance 
Expenses _ 487,832 
TOTAL ASSETS $ 65,031,402 $ 67,418,373 


5-YEAR VOLUME RECORD 
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CONSOLIDATED STATEMENT OF RETAINED MARGINS 
Year Ended June 30, 1959 and 1958 





1958 1959 

Balance, Beginning of Year $ 18,462,364 $ 19,451,972 
Distribution of Net Margins 

Net Margins After Federal Income Toxes 2,272,486 2,269,036 

Less—Patronage Refunds 32,105¢ 536t 

—Dividends on Preferred Stock 360,292 373,970 

—Dividends on Common Stock 890,48! 961,521 

Total ‘ 1,282,878 1,356,027 

Balance Added to Retained Margins 989,608 913,009 

Balance, End of Year $ 19,451,972 _ $ 20,364,981 


t The provisions for patronage refund in the amount of $536 and $32,105, 
respectively, represent the adjustment of the estimated patronage re- 
fund in the amount of $1,000,000 for the year 1957 to the actual refund 
paid. 


LIABILITIES 1958 1959 
Current Liabilities 
Notes Payable, Bonks $ 1,500,000 $ 1,500,000 
Accounts Payable 3,884,046 3,733,641 
Estimated Federal Income Tox 
(Net of Prepaid Tax) 1,892,539 1,301,820 
Accrued Expenses 1,868,851 2,296,882 
Dividends Payable 1,072,930 1,170,594 
Long Term Debt, Due within one year 645,000 45,000 
Due Affiliates Not Consolidated 417,458 426,258 


Liability for Payroll, Patronage Refund, 
Dividend, and Other Checks, 


Prior Yeors ; 429,574 476,732 
Totel Current Liabilities 11,710,398 10,950,927 
Long Term Debt 9,941,302 10,309,200 


CAPITAL STOCK 
Majority Interest 


Preferred Stock Outstanding 5,962,700 6,608,900 
Common Stock Outstanding 14,818,830 16,356,765 
Total Majority Interest 20,781,530 22,965,665 
Minority Interest 
Preferred Stock Outstanding 3,146,200 2,827,600 
Total Capital Stock 23,927,730 25,793,265 
Retained Margins, Majority interest 19,451,972 20,364,981 
Total Capital Stock and 
Retained Margins 43,379,702 46,158,246 
TOTAL LIABILITIES $65,031,402  —§ 67,418,373 

















15,996,000 116,800,000 910,000 1 570,000 = 356,000 
16,722,000 120,500,000 -§ 925,000 = 2,229,000 315,000 
20,679,000 126,700,000 897,000 _ 2,463,000 362,000 
22,897,000 139,200,000 865,000 2,117,000 410,000 
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MINUTES OF THE 38TH ANNUAL 
MEETING OF STOCKHOLDERS 


COOPERATIVE GRANGE LEAGUE 
FEDERATION EXCHANGE, INC. 


The Annual Meeting of Stockholders of Cooperative Grange 
League Federation Exchange, Inc., was held in the Onondaga 
County War Memorial, Syracuse, New York, on the 23rd and 24th 
days of October, 1958. 


There were approximately 2,500 persons present, over one-half 
of whom were stockholders. 


President J. C. Corwith called the meeting to order at 2:12 p.m., 
October 23rd. 


The meeting was opened by the singing of the National Anthem. 
The invocation was given by Reverend Theodore L. Conklin, 
Associate General Secretary of the New York State Council of 
Churches. 


Vice President Clifford E. Snyder welcomed committeemen, 
members, employees, and guests. 


Secretary R. Bruce Gervan presented the proof of call of the 
meeting. 


Mr. Gervan referred to the minutes printed in the pamphlet in 
the program and asked the stockholders to read them between 
now and tomorrow morning at which time the Chairman will ask 
for a motion to approve the minutes as printed in the pamphlet. 


Mr. Snyder introduced the Directors. 


REPORT OF PRESIDENT 


The theme of President Corwith’s report was “YOU QWN 
G.L.F.” Farmer-members have sixty-eight million dollars owner- 


ship in G.L.F., wholesale and retail, through direct investment and 
accumulated earnings. 


Farmer-members control their cooperative through a representa- 
tive system whereby members, gathered in community meetings, 
elect Member Committees, which nominate farmer directors, who 
in turn are ratified by the whole membership. The Board of Direc- 
tors is responsible for establishing the policies under which G.L.F. 
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is operated, and for seeing that management carries out these 
policies. It is the Board’s responsibility to see that the cooperative 
is so managed that it will provide the services needed for running 
farmer-members’ farms, and to procure farm supplies of practical 
quality at reasonable cost, to market some of the farm products, 
and to render services related to the movement of these supplies 
and products. 

Management is expected to keep service geared to the rapid 
changes taking place in the technology of farming and the economic 
forces which play upon it. He emphasized the importance of keep- 
ing abreast of the times, responsibilities of Directors, committee- 
men’s responsibilities, board actions, and financial planning. 

He concluded his report by stating “You own G.L.F. Take an 
active interest in its affairs. Give it your loyal, intelligent, enthusi- 
astic support.” 

President Corwith’s complete report is filed and preserved with 
the records. 


BUDGET COMMITTEE REPORT 


Ralph L. Culver, Chairman of the Budget Committee, stated the 
most important part of every business is to know what ought to be 
done. The budget must point out the goals that will make patron 
members more efficient, happy, and prosperous. Each division of 
the G.L.F. must fit their plans to the basic goals that the Board and 
management have laid down. Because total expenses had been 
going up for the last five years, both the Board and management 
felt that a very tight budget was in order, and limited expenses to 
the same amount as last year. He stated that every dollar is ac- 
counted for and that no steps are overlooked by the Board of 
management to see that the G.L.F. is operated economically. 

Mr. Culver’s complete. report is filed and preserved with the 
records, 


Tribute was paid to M. E. Campbell, C. N. Silcox, J. A. McCon- 
nell, E. V. Underwood and the former G.L.F. Directors. 











984 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


REPORT OF GENERAL MANAGER 


General Manager Edmund H. Fallon referred to the two groups 
of people who will determine the future course of G.L.F. The first 
group is committeemen, who are the eyes, ears, and voice of the 
members and are responsible for expressing to directors and man- 
agement the needs and wants of members. The second group is 
employees and agent buyers who are responsible for carrying out 


the wishes of members as expressed through committeemen and 
directors. 


His report included an inventory of G.L.F. stating that member- 
ship is the backbone of G.L.F., the source of control, the source 
of volume of business and the source of much of the financing. 
Today 115,000 farmers are stockholder-members of G.L.F. The 
system of membership control is working well, is producing an 
excellent group of committeemen, and generating an active Board 
for carrying out members’ desires, but there is still much more work 
to be done in strengthening G.L.F.’s membership base. 


He reviewed the facilities through which the business of G.L.F. 
is handled, finances required to operate these facilities, and mem- 
bers use of these facilities through the volume of business. Total 
use of G.L.F. by farmers, as measured in dollars, was $308 million 
last year. In summary he stated “farmers are making very sub- 
stantial use of the facilities and finances which they assembled in 
G.L.F., in order to perform the services they need and want.” 


He also included in the inventory personnel, stating there are 
4,149 employees on G.L.F. payrolls today, ranging in skills from 
chemists, stenographers, traffic men, advertising men, lawyers, 
millwrights, accountants, etc., of which more than a quarter have 
ten years or more of service, and the key executive group averages 
23 years of G.L.F. experience. 


In commenting on challenges and plans, he pointed out “In a 
changing world we must meet changes as they arise and adapt 
our plans and actions to them.” He commented on some of the 
challenges in research which are being worked on by G.L.F. 


His report also included announcement of group insurance for 
members, the challenge on marketing and integration, and the 
challenge of financing new services, more marketing operations, 
new developments in integration, etc. Members are going to be 
called upon to put up part of the money that will be needed if they 
want G.L.F. to continue to expand and improve its services. He 


concluded his report stating the fundamental principles of G.L.F. 
are: 


“1. G.L.F. is an agricultural cooperative serving farmers. 
Ownership and control of G.L.F. is vested in the farmer 
members it serves. 


bo 


The purpose of G.L.F. is to serve the economic interests 
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of its members by supplying them with vocational farm 
production supplies, and providing a market for some of 
their farm products.” 


“The membership group, working through committees and the 
Board of Directors, and the employee group, led by supervisory 
personnel and top management, working as a team, have brought 
G.L.F. to where it stands today. The same two groups, working as 
a team, can — and I believe will — carry G.L.F. to new heights.” 


Mr. Fallon’s complete report is filed and preserved with the 
records. 


1958 INSPECTORS OF ELECTION 


The Inspectors of Election for 1958 were asked to come forward. 
The following Inspectors were present: Robert S. Bradley of Pavil- 
ion, N. Y., Clifton L. Eggler of Gaines, Pa., and P. Clark Dunham 
of Clinton, N. J. 


NOMINATIONS FOR DIRECTORS 


Director Milburn J. Huntley took over the Chairmanship of the 
meeting for nominations for Directors. 


The representatives of the District Members Meetings and the 2 
farm organizations were asked to present their nominations for 
Directors for terms of two years each. 


Douglas F. Riley of Sennett, New York, presented the nomina- 
tion for Harold A. Giles, of Union Springs, New York, for District 
#2. 

Earl Laidlaw of Gouverneur, New York, presented the nomina- 
tion for Orrin F. Ross of Lowville, New York, for District #4. 


Herbert Raeder of Kelly Corners, New York, presented the nomi- 
nation for Wallace H. Rich of Hobart, New York, for District #6. 


Irvin M. MacAfee, of Milan, Pennsylvania, presented the nomina- 
tion for Ralph L. Culver of Laceyville, Pennsylvania, for District 
#8. 

Benjamin Hart of Bennington, New Jersey, presented the nomi- 
nation for Henry W. Bibus, Jr. of Wrightstown, New Jersey, for 
District #10. 

Bernard Potter, Director of the New York Farm Bureau, pre- 
sented the nomination for Morris T. Johnson of Batavia, New York, 
for Director at large. 

Leland D. Smith of Brasher Falls, New York, Master, New York 
State Grange, presented the nomination for Earl B. Clark of North 
Norwich, New York. 

Further nominations were asked for from the floor. Mr. Huntley 
explained the requirements for nominations from the floor. 











2RG6 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


On motion of Frank Stark, seconded by Robert Bradley, the 
nominations were closed. 


Ballots were distributed and voting for Directors took place. 


The ballots were collected and turned over to the Inspectors of 
Election. 


The Meeting recessed at 4:30 p.m. 


The Meeting resumed again at 9:10 a.m., October 24, 1958. 
President J. C. Corwith called the meeting to order. 


On motion of Harold Everett of Flemington, New Jersey, sec- 
onded by Frank Stark of Chatham, New York, the minutes of the 
1957 Annual Stockholders’ Meeting, as printed in the pamphlet, 
were approved. 


REPORT OF INSPECTORS OF ELECTION 


The following report was given by Robert S. Bradley for the In- 
spectors of Election: 


“We, the undersigned, duly appointed to act as Inspectors of 
Election, certify that at the Annual Meeting of Stockholders of the 
Cooperative Grange League Federation Exchange, Inc., held in the 
City of Syracuse, New York, on the 23rd day of October, 1958, 
the following named persons received the number of votes set 
opposite their respective names, the same being a plurality of the 
votes cast by holders of shares entitled to vote thereon, for directors 
of the corporation for terms of two years each: 


Morris T. Johnson 5204 ~=Orrin F. Ross 5028 
Earl B. Clark 5078 Wallace H. Rich 5062 
Harold A. Giles 4988 Ralph L. Culver 5100 
Henry W. Bibus, Jr. 4976 
(Signed) RoBerT S. BRADLEY 


P. CLARK DUNHAM 
CLIFTON EGGLER 


INSPECTORS OF ELECTION FOR 1959 


President Corwith stated that the next order of business would 


be the election of four Inspectors of Election for 1959 and asked 
for nominations: 


Claude W. Kennedy of Pleasant Mt., Pa. nominated Reuben C. 
Stiles of Pleasant Mt., Pa. 


Robert S. Bradley of Pavilion, N. Y. nominated Robert V. Call, 
Jr. of Batavia, N. Y. 
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Thomas Snyder of Carbondale, Pa. nominated Maurice Russell 
of Carbondale, Pa. 


Ben Williams of Woodstown, N. J. nominated Thomas W. Davis 
of Woodstown, N. J. 
There being no further nominations, Messrs. Stiles, Call, Russell, 


and Davis were declared duly elected Inspectors of Election for 
1959. 


PRESENTATION OF AWARDS 


J. C. Huttar conducted the drawings for door prizes and the 
winners were announced. 


MANAGEMENT TEAM 
General Manager Fallon introduced the G.L.F. staff as follows: 


Jared W. Stiles, Director of Research 
Warren A. Ranney, Director of Public Relations 

and Information 
James W. Harnach, Traffic Counsel 
Milton E. Harris, Director of Personnel Relations 
John C. Huttar, Director of Poultry Industry Relations 
George R. Pfann, Legal Counsel 
R. Bruce Gervan, Secretary of the Exchange 
Nathaniel E. White, Director of Membership Relations 
Glenn E. Edick, Director of Distribution 
Charles H. Riley, Director of Wholesale 
William J. Fields, Treasurer 
Phil D. Stump, Controller 


General Manager Fallon introduced the Division Heads as fol- 
lows: 


Richard W. Smith, Mills Division 

John C. Crissey, Soil Building Division 

James L. MacEachron, Seed Distribution 

Ronald N. Goddard, Sales Division 

Bradford Morgan, Farm Supplies Department 

Ronald B. Fitch, Petroleum Division 

Ray Flumerfelt, Egg Marketing Division 

Caleb K. Hobbie, Marketing Division 

Kenneth S. Joy, Western Distribution Division 

Garland W. Clarke, Northeastern Distribution Division 

Nelson D. Houck, Southeastern Distribution Division 

Albert W. Worthen, G.L.F. Insurance Company, subsidiary of 
G.L.F. — Executive Vice President and Secretary 











IRS TAX TREATMENT OF EARNINGS OF COOPERATIVES 


CONTROLLER’S REPORT 


Controller Phil D. Stump reported dollar volume of goods and 
services of the G.L.F. System for 1957-58 was $308,451,000, which 
is the third largest in G.L.F.’s 38 year history, and the fourth year 
that dollar volume has been over $300 million, which represents 
over a million dollars each working day. 


Total expense of moving goods and services through the G.L.F. 
System was $30,130,000, made up of $15,925,000 at wholesale and 
$14,205,000 at retail. 


“Although expenses in G.L.F. have not been unduly excessive 
or out of line, steps have been taken to ‘tighten up’ where possible 
without adversely affecting services to members.” The budget for 
1958-59 reflects the purpose of management to conduct G.L.F. 
business at the lowest reasonable cost to members. 


Net margin was $7,645,000 which is $800,000 lower than the 
previous year but is about the same as the average annual net 
margin for the past five years. Of this total net margin, $4,944,000 
was in wholesale and $2,701,000 was in retail. 


Net Margins were distributed as follows: $1,738,000 for divi- 
dends on stock, $1,059,000 for patronage refunds, all of which were 
in retail. $3,105,000 was required for federal income taxes and the 
balance of $1,743,000 was added to reserves. 


Mr. Stump’s complete report is filed and preserved with the 
records. 


TREASURER’S REPORT 


Treasurer W. J. Fields reported total assets employed for 1957-58 
$65,700,000, which is almost identical to the adjusted total of 
assets reported for the previous year, and reflects an increase of 
$2,500,000 over that reported two years ago. 


The financial condition of the G.L.F. Exchange on June 30, 1958 
remains very satisfactory, with a continued excellent ratio of net 
working capital to total fixed debt of 2.7 to 1. 


Total assets employed by the Exchange between July 1948 and 
June 1958 increased by $22;400,000, which were required to fi- 
nance institutional growth, as well as compensate for the devalua- 
tion of the dollar that occurred during this period. 


G.L.F. retail operations (retail stores and petroleum plants) have 
had a growth in total assets employed between 1948 and 1958 of 
$26,000,000. He commented on the local preferred stock program 
being developed for certain selected stores where an increase in 
assets has been required for member services and where the debt 
ratio is heavy in relation to equity, with an aggregate retail system 
goal of two million dollars of local preferred stock to be sold by 
June, 1959. 


eee 
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New expenditures of capital will be required to maintain the 
G.L.F. Exchange as an effective farm organization. He commented 
on the new membership stock program permitting the broadening 
of the base for individual member ownership from $500 to $2,000 
per member, which would provide sufficient additional equity 
capital to develop and obtain the complete financial requirements 
necessary to finance new facilities and services of an ever expand- 
ing nature, required for improving the individual operating income 
of farmer members. He stated “We hope that all stockholders with 
only token membership investment in the Exchange will take this 
opportunity to increase their stock investment within their means 
up to the new limits prescribed by the Board of Directors.” 


“The financial position of the Exchange as of June 30, 1958, 
remains highly satisfactory, and reveals that the growth of the 
Exchange over the past decade has been financed by a designed 
combination of sources of capital that was chosen and recom- 
mended by management — first, to provide the necessary capital to 
meet the requirements — and secondly, to accomplish this under- 
taking with a successful program in which the financial strength 
of the Exchange was maintained at the most economical cost to 
Members.” 


Mr. Fields’ complete report is filed and preserved with the 
records. 


ATTENDANCE AWARD 


N. E. White requested Garland Clarke, Northeastern Distribution 
Division Manager and Kenneth S. Joy, Western Distribution Divi- 
sion Manager, to come to the stage and announced that 96% of the 
agencies in the Western Distribution Division were represented by 
committeemen at this meeting, and that 96% of the agencies in the 
Northeastern Distribution Division were represented by committee- 
men at this meeting. 

Garland Clarke was presented with the attendance trophy for 
the Northeastern Distribution Division to be kept for 6 months, 
and then to be passed on to Kenneth Joy to be kept by the Western 
Distribution Division for the remaining 6 months. 

Mr. White also announced that 6 territories had 100% attend- 
ance and requested the following district managers in these terri- 
tories to come to the stage: Millard Brink, Frank H. Fallon, Edward 
Linsler, Ceil Osbeck, Gordon Cookingham, Roy Herrmann, Phil 
Boshart, George Long, Wayne Seaman, Clyde Miller, John Zitko, 
and Harold Glass. 


VOLUME AWARDS 


R. N. Goddard presented volume awards as follows: 


Petroleum Award — James Lepine, Manager, Franklin County 
G.L.F. Cooperative, Inc. 
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Farm Supplies Award — Horace Pease, Farm Supplies Depart- 
ment, Claverack Cooperative G.L.F. Service, Inc. 

Fertilizer and Feed Award—Veto Napolitano, Manager, 
Liberty Cooperative G.L.F. Service, Inc. 

Agent Buyer Award — Webb Weaver, Hartwick G.L.F. Service 
Inc. 


WHOLESALE REPORT 


Charles H. Riley, Director of Wholesale, reported on wholesale 
operations for 1957-58, stating that the major functions are re- 
search, buying, processing, hiring transportation, and quality control, 
all of which are very important in searehing out and filling the 
needs and wants of members. 


Feed Division — Total feed tonnage for 1957-58 was 1,284,558 
compared to 1,287,093 a year ago. Total dollar volume is down 
slightly from $85,390,000 to $81,027,000 for 1957-58. Improve- 
ments and modernization to plant and equipment during 1957-58 
cost over $600,000, which makes the investment cost in facilities 
as of June 30, 1958, just over $10,000,000 for wholesale feed 
services. 

Some of the highlights reviewed by Mr. Riley were installation 
of machinery for pellets and crumbles, and trend toward bulk 
movement of feed. The marine unloading elevator at Buffalo has 
now made it possible for G.L.F. to be the largest user of feed 
grain moved by water in the northeast. The year’s operation has 
saved over $350,000 in unloading 54 boats from every major port 
in the Great Lakes. 


“It is noteworthy that there were 84 changes in facilities and 
methods of feed production in the four feed mills last year, 19 of 
them to improve quality, 21 to improve service, and 44 to reduce 
costs by improving production efficiency.” 


Seed Division — Volume held steady for 1957-58 at just over 
19,000 tons. He commented on the construction of the new seed 
warehouse near Syracuse, additional facilities at Caldwell, Idaho, 
and new varieties of seeds. 


Soil Building — There are small but steady gains in tonnage of 
liquid fertilizer from the South Jersey plant. There is a continual 
steady gain in demand for granular fertilizer. He stated the Big 
Flats Chemical Plant which was destroyed by fire has been rebuilt 
and improved, and more efficient operations are now housed in a 
new plant. New Pesticides continue to appear on the horizon. The 
Soil Building Division maintains a top notch research group and a 
modern laboratory to continue G.L.F. as a pace setter in chemical 
farming. At the present time there seem to be adequate supplies 
of all major fertilizer materials. 


Mr. Riley’s complete report is filed and preserved with the 
records. 
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RETAIL REPORT 


Glenn E. Edick’s report was entitled “G.L.F. on the Farm.” He 
stated that it takes a lot of money to run a farm these days. It takes 
a lot of money to run G.L.F. too. He mentioned bulk feed delivery 
equipment, limespreading equipment, grinders and mixers, and 
the many other items of equipment that have been added. Service 
Stores alone have an investment in land, buildings, machinery and 
trucks of 23% million dollars, which is several times that of twenty 
or even ten years ago. 


It is taking another 18% million dollars to carry accounts re- 
ceivable and inventories. The money needs of agent buyers have 
increased in about the same proportion. 


The total for facilities, equipment, inventory and credit in stores 
is $42 million, which amounts to about $365 per G.L.F. member. 
“Where does this $42 million come from? About half of it from 
members themselves — $174 per member on an average, in the 
form of retained earnings and stock. Frankly, this figure is too low. 
In terms of the bankers, all stores have a net worth of about 53% 
and it ought to be about 75%. Reducing money needs through 
better inventory management and lower accounts receivable is one 
way to get this net worth up where it belongs. Another way is to 
sell more stock and put more into reserves. Probably it ought to be 
some of each. Now is a good time to look at your own store to see 
what needs to be done, particularly if any planning for new build- 
ings or equipment is underway.” 
He concluded his report stating: 
“1. G.L.F. retail services had a very good year in 1957-58, 
2. G.L.F. continues to grow — grow in its use by and service 


to farmers. 


3. The future, while filled with challenges for G.L.F., is also 


filled with opportunities to be of more use to you on your 
farm.” 


Mr. Edick’s complete report is filed and preserved with the 
records. 


QUESTION PERIOD 


President Corwith was moderator for the question and answer 
period which followed. Questions were taken from the panel dis- 
cussion question cards which had been turned in at the meeting, 
and were answered by Directors and Management. 


PROGRAM COMMITTEE 


The Program Committee were congratulated for arranging a 
splendid show Thursday evening. 
ELSIE S. WILLIAMS 
Assistant Secretary 
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DIRECTORY 


COOPERATIVE GRANGE LEAGUE 
FEDERATION EXCHANGE, INC. 


BOARD OF DIRECTORS 


J. C. CORWITH, President, Water Mill, N.Y. 
CLIFFORD E. SNYDER, Vice President, Pittstown, N.J. 
HENRY W. BIBUS, JR., Wrightstown, N.J. 
ROY S. BOWEN, Wellsboro, Pa. 

EARL B. CLARK, North Norwich, N.Y. 
HAROLD L. CREAL, Homer, N.Y. 

RALPH L. CULVER, Laceyville, Pa. 

HAROLD A. GILES, Union Springs, N.Y. 
MILBURN J. HUNTLEY, West Winfield, N.Y. 
MORRIS T. JOHNSON, Batavia, N.Y. 
WALLACE H. RICH, Hobart, N.Y. 

ORRIN F. ROSS, Lowville, N.Y. 

HAROLD G. SOPER, Geneva, N.Y. 

CLAYTON G. WHITE, Stow, N.Y. 


EXECUTIVE STAFF 


EDMUND H. FALLON, General Manager 

CHARLES H. RILEY, Director of Wholesale 

GLENN E. EDICK, Director of Distribution 

WILLIAM J. FIELDS, Treasurer 

R. BRUCE GERVAN, Secretary 

PHIL D. STUMP, Controller 

GEORGE R. PFANN, Legal Counsel 

JAMES W. HARNACH, Traffic Counsel 

WARREN A. RANNEY, Director of Public Relations and Information 
NATHANIEL E. WHITE, Director of Membership Relations 
SEEBER C. TARBELL, Director of Personnel Relations 
JARED W. STILES, Director of Research 

JOHN C. HUTTAR, Director of Poultry Industry Relations 


OPERATING DIVISION MANAGERS 


RICHARD W. SMITH, Mills Division, Buffalo, N.Y. 

JOHN C. CRISSEY, Soi! Building Division, Ithaca, N.Y. 

LAWRENCE D. KURTZ, Seed Procurement, Fort Wayne, Ind. 

JAMES L. MACEACHRON, Seed Distribution, Buffalo, N.Y. 
RONALD N. GODDARD, Sales Division, Ithaca, N.Y. 

RONALD B. FITCH, Petroleum Division, Ithaca, N.Y. 

RAY R. FLUMERFELT, Egg Marketing Division, Ithaca, N.Y. 

CALEB K. HOBBIE, Marketing Division, Ithaca, N.Y. 

KENNETH S. JOY, Western Distribution Division, Canandaigua, N.Y. 


GARLAND W. CLARKE, Northeastern Distribution Division, 
New Hartford, N.Y. 


NELSON D. HOUCK, Southeastern Distribution Division, Somerville, NJ. 
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G.L.F. Serves This Territory 


New York, New Jersey, Northern Pennsylvania 





EVERY DOT represents a farming 
community in which G.L.F. serves 
the needs of the local agriculture. 


There are: 
231 Service Stores 
317 Agent Buyers 
65 Bulk Petroleum Plants 
10 Egg Marketing Stations 
2 Bean Plants 
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GL. 


. is the abbreviation for a farmer-owned business with a long 
name and a long record of pace setting service to northeastern 
agriculture. Spelled out, it means: 


Cooperative Grange League Federation Exchange, Inc. 


Defined, it means 118,000 farmers cooperatively owning some 
of the nation’s largest seed, feed and fertilizer plants ...a farm 
hardware and equipment business . . . a farmer’s marketing serv- 
ice for 865,000 cases of eggs and more than 2.8 million bushels 
of grain and beans . . . farm delivery of 139 million gallons of 
petroleum products annually ... and hundreds of specialized serv- 
ices farmers ask it to perform. 


Quality that pays off on the farm 


One of the basic purposes for which G.L.F. was founded was 
to purchase for farmers the high degree of quality in production 
supplies needed to operate their farms efficiently. 


To assure farmers of this quality G.L.F. maintains, in conjunc- 
tion with wholesale operations, several quality control laboratories, 
staffed by skilled technicians. Every necessary step is taken by 
these people to be sure that the feed, seed, fertilizers and farm 


supplies manufactured and purchased by G.L.F. will fit the needs 
of today’s farmer. 


Origin 
This 39-year-old purchasing and marketing cooperative was born 


out of necessity. Prior to 1920, New York State farmers could not 
obtain seeds, feeds, and fertilizers which met recommendations of 


the College of Agriculture at Cornell. These farmers turned to 
their statewide farm organizations—the Grange, the Farm Bureau 
Federation, and the Dairymen’s League—for help. 


51696 O—60———20 
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Farm leaders from these three organizations met in 1920 and, 
under the guidance of the late H. E. Babcock, then Professor of 
Marketing at Cornell University, formed a new cooperative. Each 
sponsoring organization gave part.of its name to the new venture, 
and though it is commonly called G.L.F., its full name is the Co- 
operative Grange League Federation Exchange, Incorporated. 


G.L.F. has grown through farmers’ use, and its territory has 
widened to include northern Pennsylvania and all of New Jersey. 
This territory is considered ideal in size and scope by G.L.F. for 
its operations and it does not contemplate expansion into other 
areas. 


Services and Facilities 


The principal business of G.L.F. is to supply farmers with feeds 
for dairy cows, poultry, and other livestock; fertilizers and chemi- 


cals; seeds; petroleum products; and practically all other supplies 
used on farms except heavy motorized equipment. G.L.F. service 
agencies also carry a full line of implements and supplies for main- 


taining home gardens and lawns. To provide these materials G.L.F. 
operates four large feed mills; thirteen fertilizer and chemical 
plants; eight seed processing plants; a refinery and fourteen petro- 
leum terminals, one of which is on deep-water and four accessible 
by pipeline; and eight wholesale farm supplies warehouses. 


Also important is the marketing of eggs and farm crops such 
as grain and beans. The egg marketing service is the largest of 
these, and includes the operation of ten egg receiving and sales 
stations. 


Some facts and figures on farmers’ use of these numerous serv- 
ices are set forth on page 6. 


The commodities which G.L.F. purchases or manufactures at 
wholesale are distributed to farmers through a system of 613 retail 
outlets. These outlets include 231 G.L.F. service stores which are 
local cooperatives owned and controlled by farmers in the areas 
they serve. There are also 317 agent buyers who are private dealers 
franchised to handle G.L.F. products, and 65 G.L.F. bulk petroleum 
plants which are cooperatively owned. 
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Structure 


G.L.F. is incorporated as an agricultural cooperative. The prin- 
cipal features of this form of business organizations are: 

1. Only farmers are eligible to become members. In the case of 
G.L..F. a farmer qualifies for membership by purchasing one or 
more shares of common stock. 

2. Each member has one vote and only one vote, whether he 
owns a single share of stock or 400, which is the limit in G.L.F. 

3. Returns on capital are limited. The most that can be paid on 
G.L.F. common stock is 6 percent. 

4. Earnings beyond those needed for taxes, stock dividends, and 
reasonable reserves are paid back to members on the basis of their 
use. This is called a “patronage refund.” 


Farmer Control 


In each community served by G.L.F. the local members elect 
farmers to a Member Committee. These committeemen advise in 
the operation of local service. They are also that community’s rep- 
resentatives in affairs of the G.L.F. Exchange. 

It is a true, though slightly oversimplified statement, that 
farmer-members elect the committeemen, who elect the directors, 
who hire the management. 

The fourteen directors of G.L.F. are all active farmers. They 
establish the policies that guide its operation. Actual management 
is in the hands of the General Manager, who reports to the Board. 


Taxes 


G.L.F. Exchange pays taxes on the same basis as any other 
business corporation, Under federal law, agricultural cooperatives 
—provided they meet certain rigid operating requirements—may 
claim exemption, in part, from federal income tax. However, in 
1947, G.L.F. Exchange members voted to forego this exemption 
in order to keep the organization truly farmer-owned and farmer- 
controlled. To have retained the exemption would have opened 
its membership to many non-farmers who, for one reason or an- 
other, purchase substantial amounts of G.L.F. commodities. 

The figures on page 7 show what G.L.F. Exchange has paid in 
federal income taxes over the past five years. Of course, G.L.F. 
also pays its full share of state and local taxes. 
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Personnel 


One of the most important assets of G.L.F. is its employees— 
the men who drive the trucks, grind the grists, mix the feed, and 
unload the supplies. Also the men and women who keep the rec- 
ords and those who plan. organize, manage, and make decisions 
affecting operations and services. 


It takes around 5800 people to operate the G.L.F. system. Of 
this total, 4200 are employed by G.L.F. in its offices and wholesale 
and retail operations. The remainder are employed by G.L.F. 
agent buyers. 


G.L.F. employees feel a definite responsibility for promoting the 
welfare of the farmers for whom they work. They feel an equal 
responsibility toward the communities in which they live. They 
give generously of their time and money to community organiza- 
tions, Many serve as officers or directors of other farm and busi- 
ness organizations. 


This is in keeping with a long-established principle that G.L.F. 
is dedicated to “Self Help, Fair Dealing, and Good Citizenship.” 


FARMER USE OF SOME SPECIFIC COMMODITIES 


IN 1958-59 
Feed and Grain _ 1,305,000 tons Petroleum 139,178,000 gal. 
Seed 20,300 tons Egg Marketing 865,000 cases 
Mixed Fertilizers 243,000 tons Grain Marketing 2,117,000 bu. 
Lime 525,000 tons Bean Marketing 410,000 cwt. 


Farm Supplies .... $22,897,000 Service Tons 2,009,000 tons 
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SOME FACTS AND FIGURES 
(G.L.F. System) 


VOLUME SUMMARY 




















Service Bulk 

Exchange Stores Plants ____ Total 
1954-55 $164,803,000 $110,589,000 $21,786,000 $297,178,000 
1955-56 163,051,000 105,331,000 23,287,000 291,669,000 
1956-57 167,882,000 113,319,000 25,628,000 306,829,000 
1957-58 169,357,000 113,227,000 25,974,000 308,558,000 
1958-59 177,356,000 122,017,000 28,436,000 327,809,000 

DISTRIBUTION OF NET MARGINS 
Net Refunds and Federal Dividends Retained 
Margins Discounts Inc. Tax on Stock Earnings 
Exchange 
1954-55... $4,733,000 $ 624,000 $2,106,000 $1,257,000 $ 746,000 
1955-56... 5,123,000 769,000 2,210,000 1,257,000 887,000 
1956-57 5,737,000 1,000,000 2,348,000 1,251,000 1,138,000 
1957-58 .. 4,944,000 — 2,677,000 1,251,000 984,000 
1958-59 . 4,589,000 — 2,320,000 1,355,000 913,000 
Retail (Service Stores and Bulk Plants) 
1954-55 ..$2,738.000 $1,084,000 $ 388.000 $ 486,000 $ 780,000 
1955-56 .. 3,113,000 1,167,000 471,000 496,000 979,000 
1956-57 2,730,000 1,056,000 403,000 491,000 780,000 
1957-58 2,720,000 1,081,000 410,000 488,000 741,000 
1958-59 3,764,000 1,156,000 642,000 567,000 1,399,000 
Combined Total (G.L.F. System) 
1954-55. $7,471,000 $1,708,000 $2,494,000 $1,743,000 $1,526,000 
1955-56 .. 8,236,000 1,936,000 2,681,000 1,753,000 1,866,000 
1956-57 8,467,000 2,056,000 2,751,000 1,742,000 1,918,000 
1957-58 . 7,664,000 1,113,000 3,087,000 1,739,000 1,725,000 
1958-59 8,353,000 1,157,000 2,962,000 1,922,000 2,312,000 
TOTAL ASSETS 
Service Bulk 

Exchange Stores Plants Total _ 
1954-55 $58,131,000 $33,177,000 $3,925,000 $ 95,233,000 
1955-56 . 63,270,000 35,936,000 4,361,000 103,567,000 
1956-57 65,439,000 39,095,000 4,886,000 109,420,000 
1957-58 65,668,000 42,401,000 5,178,000 113,247,000 
1958-59 67,900,000 44,974,000 5,594,000 118,468,000 
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Cooperative Grange League Federation Exchange, Inc. 
Headquarters: Ithaca, New York 





DIRECTORS 


J. C. Corwith, President 
Clifford E. Snyder, Vice President 
Henry W. Bibus, Jr. 
Roy S. Bowen 

Earl B. Clark 

Harold L. Creal 

Ralph L. Culver 
Harold A. Giles 
Milburn J. Huntley 
Morris T. Johnson 
Wallace H. Rich 

Orrin F. Ross 

Harold G. Soper 
Clayton G. White 


EXECUTIVE STAFF 


General Manager 

Director of Wholesale 

Director of Distribution 

Secretary 

Treasurer 

Controller 

Legal Counsel 

Traffic Counsel 

Director of Industry & Public Relations 
Director of Membership Relations 
Director of Personnel Relations 
Director of Research 

Director of Poultry Industry Relations 


Water Mill, N. Y. 
Pittstown. N. J. 
Wrightstown, N. J. 
Wellsboro, Pa. 

North Norwich, N. Y. 
Homer, N. Y. 
Laceyville, Pa. 

Union Springs, 
West Winfield, 
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Batavia, N. 
Hobart, N. 
Lowville, N. 
Geneva, N. 
Stow, N 
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Edmund H. Fallon 
Charles H. Riley 
Glenn E. Edick 
R. Bruce Gervan 
William J. Fields 

Phil D. Stump 
George R. Pfann 
James W. Harnach 
Warren A. Ranney 
Nathaniel E. White 
Seeber C. Tarbell 
Jared W. Stiles 
John C. Huttar 


OPERATING DIVISION MANAGERS 


Mills Division, Buffalo, N. Y. 

Soil Building Division, Ithaca, N. Y. 
Seed Procurement, Fort Wayne, Ind. 
Seed Distribution, Buffalo, N. Y. 
Sales Division, Ithaca, N. Y. 
Petroleum Division, Ithaca, N. Y. 
Egg Marketing Division, Ithaca, N. Y. 
Marketing Division, Ithaca, N. Y. 


Western Distribution Division, Canandaigua, N. Y. 


Richard W. Smith 
John C. Crissey 
Lawrence D. Kurtz 
James L. MacEachron 
Ronald N. Goddard 
Ronald B. Fitch 

Ray R. Flumerfelt 
Caleb K. Hobbie 
Kenneth S. Joy 


Northeastern Distribution Division, New Hartford. N. Y. Garland W. Clarke 
Nelson D. Houck 


Southeastern Distribution Division, Somerville, N. J. 
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Mr. Foranp. Are there any questions? 

We thank you, sir. 

The next witnesses are Mr. H. L. Thompson and Mr. Thomas 
Fernley. 

Come forward, please, gentlemen. For the purpose of the record, 
will you identify yourself for the record ? 


STATEMENT OF H. L. THOMPSON, JR., VICE PRESIDENT, NATIONAL 
WHOLESALE HARDWARE ASSOCIATION; ACCOMPANIED BY 
BRUCE WALL, SECRETARY, AND LEONARD CALHOUN, TECHNI- 
CAL ADVISER 


Mr. Tompson. Mr. Chairman, my name is H. L. Thompson, Jr. 
I am from Toledo, Ohio. I am representing the National Wholesale 
Hardware Association. 

With me, in place of Mr. Tom Fernley, is Mr. Bruce Wall from 
Philadelphia, Pa., secretary of the National Wholesale Hardware 
Association, and a technical adviser, Mr. Leonard Calhoun of Wash- 
ington. 

Mr. Berrs. Mr. Chairman, I would just like to say that I am not 
acquainted with Mr. Thompson too well, but I know that he represents 
an old established firm in Toledo, Ohio, which has a fine reputation 
throughout the whole State, and I am sure you will be glad to have his 
testimony because it represents many years of experience and back- 
ground. 

Mr. Tuompson. Thank you very kindly, Mr. Betts. 

Mr. Foranp. You are recognized for 15 minutes. 

Mr. THompson. Sir, it is indeed a privilege to have this opportunity 
to present this testimony before your committee. The wholesale 
hardware industry in the United States is comprised of more than 
600 wholesalers doing business in every State of the Union. It is 
estimated that their combined sales volume is.in excess of $114 billion. 

Recognizing the danger of the spread of tax subsidized cooperative 
competition within our industry, a committee on equal taxation was 
formed to work on this problem 17 years ago. This committee was 
headed for a great many years by Mr. Seth Marshall, who was for- 
merly president of the Marshall Wells Co., of Duluth, Minn., one of 
the hardware wholesalers who has recently discontinued business. 
Although no longer actively connected with the hardware wholesale 
industry, Mr. Marshall continues his intense interest on this question 
of tax equality. 

My position in presenting this testimony before you today is that I 
have succeeded Mr. MarshaJl in the work of this committee of the 
National Wholesale Hardware Association. I have been serving on 
this industry committee for a number of years and have this past year 
assumed the position of its chairman. ' 

In addition, I am presently serving on the executive committee of 
the National Wholesale Hardware Association and this past year was 
elected vice president of the association. q 

Mr. Bruce Wall, who is appearing here with me today, is secretary 
of the National Wholesale Hardware Association and has been closely 
associated with the work of our special committee over the period of 
the past 17 years. 











302 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


Regarding the facts of problems confronting our industry, the 
hardware distribution system, which is comprised of the members of 
our association and some nonmembers, has been a vital influence in 
the development of our country. 

A great many of our members have histories dating back for 100 
years or more, and as the industrial development spread westward the 
nardware distributor was always on hand to supply the needs of the 
developing country. 

As farm cooperatives started developing in the early part of the 
20th century, they did not present a major problem to the business 
community because income-tax rates were as low as 2 percent, and 
these cooperatives were primarily serving the farmer. Now, however, 
cooperatives have spread out into all types of businesses well beyond 
the farm. 

The situation today, with a 52-percent corporate income tax, is quite 
different. It is this large tax advantage that brings about the inequi- 
ties that presently exist. 

I believe that a study of the development of the cooperative corpora- 
tions will indicate that their most rapid growth took part during the 
late years of World War II, when full-tax paying corporations were 
paying not only the 52 percent, but, in addition, excess-profit taxes. 
This made the cooperative tax freedom even more advantageous. 

Today the wholesale hardware industry, a most important cog in 
the entire economy of our country, is being endangered by the tax 
favoritism being granted to a small group of cooperative corporations 
who are rapidly expanding on their tax-free retained earnings. 

A number of large distributors, some of whom are among the group 
mentioned earlier that have been in business for 100 years or more, 
have been forced out of business primarily because of co-op competi- 
tion. Tonamea few, there are Marshall-Wells Co., of Duluth, Minn., 
with branches in Billings, Mont., Spokane, Wash., and Portland, 
Oreg.; Pritzlaff Hardware, of Milwaukee, Wis.; Richard Conover 
Hardware Co., Kansas City, Mo.; Shapleigh Hardware Co., St. Louis, 
Mo.; Buhl Sons Co., Detroit, Mich.; Michigan Hardware Co., Grand 
Rapids, Mich.; and a number of others. 

These companies have been paying taxes to our Federal Govern- 
ment for a great many years. The fact that they have discontinued 
business means a loss of revenue to our Government, as in most cases 
the business that they have given up has been taken over in large 
measure by nontaxpaying cooperative corporations. 

This tax-subsidized competition of co-ops is seriously crippling the 
fully taxed business in our industry. Tax-free profits of the cO-Ops 
are being used to expand their growth, and they are not contributing 

their share to the support of our Government. 

Why should any of us have the desire to expand or even to stay in 
business when we see arbitrary tax law allowing our competitors to 
escape the tax burden that we have to bear. 

In making an analysis of the geographical areas most aggressively 
covered by competing cooperative corporations, it is clearly evident 
that where the activities of the co-ops have been greatest is that area 
that has seen the discontinuance of many of these full-tax paying 
hardware firms. ; ; 
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On the other hand, in areas where the cooperatives have not as yet 
had an opportunity to form, you find hardware distributors still con- 
ducting their business on a normal basis and paying the full taxes to 
the Government. 

The present inequities of tax laws between the two segments of our 
industry ; namely, on the one hand the full-tax paying distributors and, 
on the other, their co-op competitors, has created a kind of Gresham 
tax law. Instead of bad money driving out good money, this time 

you find that the corporations who don’t pay taxes are driving out a 
Sealiene of companies who do pay them. 

If this process continues on and more businesses do not pay taxes, 
this means that those of us left, who are full-tax paying businesses, 
must carry more of the burden. 

Should every company decide to take advantage of this present tax- 
free advantage in the tax law, who would be left to pay the taxes neces- 
sary to run our Government ¢ 

At the present time the Government is losing revenue through this 
favoritism granted to one segment of our industry. To eliminate this 
inequity would be a most helpful step to increase revenues. 

As a suggested solution, it certainly appears obvious to me that all 
income-producing corporations who are competing with each other 
should certainly be placed on the same tax standards. Two important 
factors would thus be accomplished: — , 

1. Inequities between completing: corporations would be elimi- 
ated. 

2. Tax revenues for our Government would not be lost and 
actually would be increased. 

Your committee has before you the Mason bill, H.R. 199, which pro- 
vides that earnings of cooperative corporations will be taxed exactly 
the same as the earnings of other full-tax paying competing corpora- 
tions. This bill our industry supports to the fullest measure and feels 
that it is the only completely fair solution to this most. difficult 
problem. 

Also before your committee is the Davis bill, H.R. 3848, which is 
in a sense a compromise in that, although all earnings of a cooperative 
would be taxed, it does grant the patron a tax credit against their 
individual taxes for the amount of taxes paid by the co-op on their 
allocated share of the earnings. 

It is my understanding that it is the management of the co-ops who 
are so strongly opposed to this particular approach and who, in turn, 
are promoting the theory that the patron members should be taxed on 
their dividends rather than have any tax placed on the cooperative 
corporation. Obviously the management of the co-ops is not thinking 
of the best interests of their members in this regard. 

I am sure the passage of the Davis bill would prove most popular 
to the cooperative members. Under this plan, the management of 
co-ops would be much more inclined to pay out larger amounts of 
their earnings in dividends and the recipients of these dividends would 
be receiving worthwhile tax credits. 

Although the Davis bill does not fully correct the inequities in- 
volved, nevertheless, it would be a great step forward in at least 
partially eliminating the present unequal situation. In summary: 

1. The inequities of our tax laws regarding cooperatives are 
forcing out of business a number of full tax paying hardware 
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wholesalers who are a vital segment of the economy of our 
country. 

2. Because of this situation, sizable tax revenues are being lost 
for our Government. 

3. The solution lies in fully taxing cooperative corporations at 
the corporate income level without excluding or deducting patron- 
age dividends from taxable income. 

I thank you, Mr. Chairman and gentlemen, for this opportunity to 
present this. 

Mr. Foranp. Are there any questions? 

Mr. Aucer. Mr. Chairman. 

Mr. Foranp. Mr. Alger. 

Mr. Acer. If I understand your statement, Mr. Thompson, while 
you support what you call the Mason bill, you are saying wherein you 
treated management as against patron, that at least co-ops ought to 
support the Davis bill. 

Mr. THompson. Yes. 

Mr. Aucer. The co-ops themselves. 

Mr. Tuomeson. What. I am saying, sir, is that the patrons or the 
co-op members I support. I am differentiating between the members, 
the recipients of the dividends, and the management. 

Mr. Arcer. I know what you said. 

My question is that you would say further, would you not, that at 
least the co-ops should support the Davis bill ? 

Mr. THompson. Yes, sir. 

Mr. Auger. Thank you, Mr. Chairman. 

Mr. Foranp. We thank you very much for your appearance and 
presentation. 

The next witness is Mr. W.R. Ashburn. 

Mr. Ashburn, will you come forward, please, sir? For the purpose 
of the record would you give your name and the capacity in which 
you appear ? 


STATEMENT OF W. R. ASHBURN, PRESIDENT, SMITH-DOUGLASS 
CO., INC. 


Mr. AsHpurn. My name is W. R. Ashburn. My address is 1521 
Virginia Beach Boulevard in Norfolk, Va. I appear in my capacity 
as president of the Smith-Douglas Co., Inc., a proprietary company 
engaged in the production of fertilizers and phosphate feed sup- 
plements. 

Mr. Foranp. Mr. Ashburn, you are recognized for 10 minutes and 
I notice your brief never could be delivered in that period of time. 
The entire brief may appear in the record. 

You are recognized for 10 minutes. 

Mr. Asupurn. Thank you, Mr. Forand. 

I shall not further refere to it. If I am to attract the interest of 
even one member of this committee, I think I must deal with funda- 
mentals and key points in the dilemma with which the committee, 
the Congress, and the country is confronted. 

Before doing so, one question asked by Mr. Alger of Mr. Heinkel 
attracted my attention and interest. ‘The question related to whether 
or not the Missouri Farmers Association was an industrial giant. 
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I do not know how large one must be to become an industrial giant. 
I do know that the Missouri Farmers Association owns a high- 
analysis fertilizer plant at Joplin, Mo., completed approximately 3 
years ago at costs said to be $5 million, all of which money came from 
the tax advantage which had been accorded that association, and 
while that plant is approximately 800 miles from a deep-water seaport, 
its tax advantage enables the company to compete in the export 
market at lower prices than proprietary companies can offer with 
any margin of profit. 

Our own plant is at Texas City, Tex., on a deepwater port, and 
by reason of that advantage they are able to underprice us in sales 
to Central and South America. 

To come to some of the focal points, it has been said that H.R. 7875 
and the bill drafted by Mr. Rumble at the request of Chairman Mills, 
which I had the opportunity for the first time to see on yesterday, 
would result in a tax at least once on the net margins of cooperatives. 

I wish to say, with all due deference to the views of those who have 
made that statement, that is not the fact and I can cite a simple 
illustration to support my statement. 

Le us assume a cooperative is engaged in the retail business of dis- 
tributing automobiles, passenger cars. Knowing that it will have 
no tax burden if it allocates its net margins beyond its cost of opera- 
tions to patrons, it can offer a Cadillac car at $5,000 which a pro- 
prietary rival would have to charge at $5,300. That competitive 
advantage will bring the volume business, so that at the end of the 
operating year, we will say, after paying its expenses and relatively 
high salary to the moving spirit in the enterprise, it has remaining 
income which would otherwise be subject to tax of $1 million, and it 
distributes in cash that refund to those customers called patrons who 
have bought cars from it, and it sends Mr. Smith back $500. 

Neither one of those measures would impose any tax whatever on 
that $500 nor on the total net margin of a cooperative for the reason 
that the purchase of the car for personal purposes was never a deduc- 
tion from income to start with, and at neither end of the ladder, 
neither of those two bills, nor under the powers of the Congress, can 
it be made subject to tax in my opinion in the hands of the patron 
if it was made in money in the taxable year in which it was earned. 
And it certainly could not if it was paid in the form of any qualified 
or unqualified certificate. That is an incontrovertible fact. 

So what does the continuance of the present situation even promise 
to take out of the Government’s need bor revenue? It can take out 
when the ingenuity of those who operate cooperatives understand it 
was all of the income earned at the retail ah and automobiles, and 
household appliances, and building materials, which go into resi- 
dences, in the sale of groceries, and other related items which were 
never deductible when they were bought by the individuals who are 
patrons of the cooperatives. 

I have heard no expression on this subject here. It seems to me 
it must have excited the interest of someone. 

I would be glad if you gentlemen would refer it to the council for 
the Treasury Department, because I am confident that they will bring 
you back the same answer. There can be no other answer. 
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The reason why, if the Congress removed the special provision in 
the bill that the patron receiving the refund need not include in his 
gross income the amount of the refund, is that Congress is limited 
apparently by law to the concept of income which existed when the 
16th amendment was adopted, and that is what the court said when it 
struck down this 1951 litigation. That is the basis of what the court 
said. 

I do not believe that Congress can make into income what has never 
been the concept of income from the beginning of the enabling legis- 
lation on the income tax. " 

That brings us to the fact that if there is to be a tax anywhere on 
a substantial part of the income earned in our national economy, the 
only position in which we can with assurance say that it is a valid 
tax is at the level of the entity which has earned the income. We 
know we can do that. 

Now, actually, if we act with ourselves on the basis of some mental 
integrity, this whole cooperative picture is, in substance, socialism. I 
don't believe anyone would take violent opposition to that view. If 
they would, I would make reference to the definition in Webster’s 
dictionary : 


Socialism: A political and economic theory of social organization based on 
collective or governmental ownership and democratic management of the essen- 
tial means for the production and distribution of goods. 

So while we apparently give lipservice to the fact that none of us 
subscribe to seein tien in truth and in fact we accept the validity of 
doctrines that are nothing but the substance of socialism. 

The big threat in this situation is that these tax advantages are a 
disruption of the economic freedom on which our business system is 
founded and upon which its strength must rest. Nobody has any 
objection to the commercial advantages which are gained by collective 
effort, either in buying or selling. Any business entity is entitled to 
those. The co-ops are entitled tothem. But it is a totally different 
thing when the Government puts its finger into the commercial proc- 
esses and gives them an advantage which they are able readily by the 
simple use of a pencil to translate into lower pricing, which gains 
them greater volume. 

Now, for just 2 or 3 minutes let me turn to the present situation 
under sections 521 and 522 of the Internal Revenue Code, and some- 
thing which would appear to have escaped general recognition. 

An exempt agricultural cooperative is entitled to pay dividends on 
its stock of any class outstanding and deduct annually the quantity 
of those dividends from its gross income in arriving at net income 
subject to tax. 

Now, any agricultural cooperative can become exempt if it desires 
to do so. Basically it is simply a matter of choice whether it will 
distribute its net margins in the form of patronage refunds to a 
limited few, or to every customer. 

Mr. Foranp. You have consumed your 10 minutes. 

Mr. Asusvrn. I will stop with that. 

I will simply point out that this situation permits the unlimited 
obtaining of capital in the form of stock certificates, nonvoting, on 
which it can guarantee an 8-percent return, and that’s all that in- 
vestors of capital are interested in, with perfect safety, since it 1s 
bound to earn it with the present tax advantage. 
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Mr. Foranp. We thank you very much for your appearance and 
also for your brief, which will — in the record. 
(Prepared statement of Mr. Ashburn follows :) 


TAXATION OF THE INCOME OF AGRICULTURAL COOPERATIVES 
(W. R. Ashburn, president, Smith-Douglags Co., Inc.) 


The occasion for my presence is that I am president of a proprietary com- 
pany whose principal business is the production and marketing of fertilizers 
and phosphorus feed supplements, and the fertilizers which it produces are in- 
tended for use by those engaged in the growing of foods and fibers in agricul- 
ture, and its phosphorus feed supplements are intended for consumption by 
animals and poultry. It is not among the very large companies in these fields 
nor is it among the very small companies. In every one of its trade areas it is 
in direct competition with business organizations which have been chartered in 
various States under the cooperative sections of the corporation law, and which 
are recipients in one degree or another of the tax advantages which have been 
accorded to every undertaking or endeavor which can be remotely regarded 
as an agricultural organization. Of the three primary plant foods which are 
essential to agriculture, nitrogen, phosphorus and potash, the company with 
which I am affiliated controls the production of a small quantity of synthetic 
nitrogen at Houston, Tex., and extensive phosphate deposits in Florida, but 
owns no potash and is dependent upon the purchase of this material in order 
to carry on its business. Its control of this limited quantity of two of the three 
primary plant foods does not represent any substanial part of the total market 
in the United States, but to that extent enables it to be regarded as partially 
“basic” as the term is in use in the fertilizer industry. It has about 2,000 em- 
ployees and approximaely 3,000 stockholders. 

For its 1959 operating year, its net margins were about $5 million from 
which it contributed about $2,250,000 to the Federal Government’s need for reve- 
nue. A nonexempt cooperative with identical activities and net margins might 
have contributed $250,000 to the Federal revenue. It might have contributed 
nothing. 

The support for my qualifications to make any comments to this committee 
is— 

(1) The fact that my company operates multiple producing plants in 
2 Southeastern, 1 Southwestern and 4 Midwestern States, has retail outlets 
in 15 States, and these trade areas are broad enough to afford me a com- 
prehensive understanding of the present condition of agriculture, the prob- 
lems connected with the preservation of a sound national economy as re- 
lated to agriculture, and the actual operation of many of the organizations 
which are loosely referred to as agricultural cooperative organizations and 
their present and prospective effect on the national economy and public 
welfare; and 

(2) The further fact that prior to my present connection with the Smith- 
Douglass Co. nearly 7 years ago, I was for 32 prior years a practicing law- 
yer much of whose working time was taken up with Federal tax litigation. 
During that period, some organizations which regarded themselves as agri- 
cultural cooperatives were among my clients through casual employment. 

I feel that in some small measure this background may qualify me to express 
opinions on the subject with which this committee is confronted. 

During the 10 years preceding this time the tax advantages which cooper- 
atives have become accustomed to enjoy have been frequently under considera- 
tion by this committee, and I believe that I have read most of what has been 
published about its deliberations and recommendations, as well as many of the 
divergent views of economists, individuals who regard themselves as experts in 
the theory as well as the effective realities of income taxation, publishers, and 
others. More recently, I have read the presentations to this committee by 
Messrs. Fred W. Peel, Jr., William C. Warren, Leo J. Raskind, Samuel J. Lana- 
han, Roswell Magill, Wilfred E. Rumble, and Charles BE. Nieman, as they are 
printed in volume 3 of the tax revision compendium in connection with the panel 
discussions conducted by this committee beginning November 16, 1959. To the 
extent to which my views are not in accord with those expressed by some of 
these several gentlemen, I think I can at least say that I have considered their 
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views with understanding and that where differences in ideology and concept 
of probable result are concerned mine are no more than mildly partisan. 

Despite the multitude of dissertations which have been published on this 
subject, I have seen no chronological recital of the developments through which 
the present hiatus has come about, interrelated to the progression of the busi- 
ness consequences which urgently require a solution, and it is my effort to make 
that recital here. 


1. A REVIEW OF INCOME TAX HISTORY IS ESSENTIAL TO SOUND CONCLUSIONS 


While I feel certain that every member of this committee is more intimately 
acquainted with the history of income taxation in the United States than I may 
be, nevertheless a brief review is justified for a clear understanding of the 
problems confronting this committee, and as a predicate for the conclusions 
which it will reach. Congress, in the exercise of its taxing power, is neverthe- 
less bound by the express and implied provisions of the Constitution.’ Where 
constitutional provisions apply, they apply as well to the statutory provisions 
affecting tax advantages as to those affecting tax burdens. Of the original 
Constitution, the provision most germane to the present subject is article 1, 
section 8, clause 1: 

“The Congress shall have power to lay and collect taxes, duties, imposts and 
excises, to pay the debts and provide for the common defence and general wel- 
fare of the United States; but all duties, imposts and excises shall be uniform 
throughout the United States.” 

This provision, considered with those of article 1, section 9, clause 4 and 
article 1, section 2, clause 3, were the basis for the principal litigation relating 
to income taxation prior to the adoption of the 16th amendment. As supple- 
mented by that amendment, the provisions of article 1, section 8, clause 1, con- 
tinued to be the foundation for the present income tax law. As to the initial 
income tax statutes enacted in 1862 and effective until 1870, nothing need here 
be said save that those statutes afforded no advantages to those whose activities 
related to agriculture, at any stage of their activities. The next income tax 
statute enacted in 1894 laid a tax on incomes from all classes of property and 
other sources of revenue, and such tax as laid was not apportioned because it 
was assumed to come within the classification of excises, duties, and imposts 
which were subject to the rule of uniformity but not to the rule of apportion- 
ment. The statute was held to be unconstitutional because in terms it taxed 
(a) incomes from real estate and invested personal property, and (b) incomes 
from professions, trades, employments, and vocations, whereas the incomes from 
(a), by virtue of the constitutional provisions required apportionment, and the 
court felt that to permit the statute to thus operate would relieve real estate 
and invested personal property from taxation on the income herefrom, and 
“would leave the burden of the tax to be born by professions, trades, employ- 
ments, or vocations” ; and in that way what was intended as a tax on (the income 
from) capital would remain, in substance, a tax on occupations and labor.’ As 
will presently appear, this decision has importance in the consideration of the 
bills which have been presented to the committee for recommendation. 

Two of the considerations which this committee is called on to evalue, and 
in connection with any revenue measure will always be called on to evalue, 
are: (1) Whether tax advantages to any classification producing income are 
constitutional, and (2) whether such tax advantages are justified. In the legis- 
lative history I think we may disregard the War Revenue Act of 1898 and 
the Corporation Tax Statute of 1909, and for practical purposes say that the 
possibility of advantage first became present in the 1913 Revenue Act which 
immediately followed the adoption of the 16th amendment, and which in terms 
contained an exemption for agricultural and horticulture organizations. These 
generalities as there expressed were largely innocuous and they attracted little 
attention, neither were.they harmful in result. Who in 1913 would be disposed 
to challenge an income tax exemption in favor of agricultural organizations? 
The same words still appear as section 501(c) (5) of the Internal Revenue Code 
of 1954, but this is not the statutory provision under which the tremendous tax 
advantages have been administratively accorded. 





1 Pollock v. Farmers Loan & Trust Co., 157 U.S. 429, 158 U.S. 601; Brushaber v. Union 
Pacific R.R. Co., 240 U.S. 1, all later cases. 

2 Atchison etc. R.R. Co. v. Matthews, 174 U.S. 96; Colgate v. Harvey, 296 U.S. 404, mul- 
tiple citations are available. 

3 Pollock v. Farmers Loan & Trust Co., 157 U.S. 429, 158 U.S. 601. 
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As the subject has developed through the pages of our history the initial 
interest of farmers was in establishing local marketing agencies for the disposi- 
tion of their crops; there was doubt whether a marketing agency was within 
the term “agricultural organization” and, therefore, one or more protagonists 
of agriculture in the Congress caused a more specific exemption to be included 
in the Revenue Act of 1916: 

“Farmers, fruit growers, or like associations organized and operated as a sales 
agent for the purpose of marketing the products of its members and turning back 
to them the proceeds of sales less the necessary selling expenses on the basis 
of the quantity of produce furnished by them’”’— 
were exempted from tax. [Italic supplied.] 

It should be noted, however, that under this language the exemption was 
exceedingly limited in scope, and in order to qualify the activities of the organi- 
zation could extend no further than marketing the crops grown by its mem- 
bers. Again, it may be asked who in 1916 (or even now) would be disposed to 
object to an exemption from income tax burdens for such an organization? In 
the 5 years which elapsed between 1916 and 1921, some of the individuals who 
had devoted themselves to these activities envisioned the possibility of broaden- 
ing their base of operations, and at their behest the Revenue Act of 1921 broad- 
ened the exemption to include: 

“Associations organized and operated as purchasing agents for the purpose of 
purchasing supplies and equipment for the use of members and turning over such 
supplies and equipment to members at actual cost, plus necessary expenses.” 

Since the Congress in 1916, and in 1921, was familiar with the place which 
corporations occupy in the business activity of the country, it is a reasonable 
inference that by using the term “associations” the congressional concept was 
that such exempt activities would not be conducted in corporate form, but if 
that inference is erroneous it seems certain that the congressional intent was to 
limit tax advantages to activities in marketing farmers’ crops and in purchasing 
their supplies and equipment, as an agency for multiple principles as Mr. Nie- 
man describes some phases of present-day cooperative activities. Nor does sub- 
sequent legislation prior to 1951 appear to have broadened the congressional 
concept. 

The recast in the Revenue Act of 1926, section 231(12), did no more than 
consolidate the marketing provision from the 1916 act and the purchasing pro- 
vision from the 1921 act, and further provide that exemption should not be 
denied an association because it had capital stock committed to a limited divi- 
dend rate, if the stock (other than nonvoting preferred) is owned by producers 
who market their products or purchase their supplies through the association, 
nor should the exemption be denied because such association accumulated and 
maintained from its net margins a reserve to the extent required by the law of 
the State in which it operated, or a reasonable reserve for necessary purposes. 
The 1926 act also provided that such an association did not lose its exemption 
by marketing the products of, or purchasing supplies and equipment for, non- 
members in an amount the value of which did not exceed the value of the prod- 
ucts marketed for or the supplies and equipment purchased for members, unless 
the value of the purchases made for persons who were neither members nor pro- 
ducers exceeded 15 percent of the value of all purchases. 

In 1926 then, the corporate conduct of marketing and purchasing activities 
received legislative sanction to the extent that it constituted no barrier to exemp- 
tion from income tax, and organizations were permitted to perform like services 
for nonmembers to the services performed for members to an equal aggregate 
dollar volume, without endangering their tax-exempt status. 

Between 1926 and 1934, some of the organizations which had been engaged in 
marketing crops and purchasing supplies began doing a considerable volume 
of business in the marketing of crops with agencies of the United States, and 
they feared that the doing of this business (not the profits resulting therefrom) 
might result in the loss of their exemption from the burden of income taxation. 
At their instance, a provision was added to section 101(12) in the 1984 Revenue 
Act to the effect that the doing of this business with the United States or any 
of its agencies should be disregarded in determining the right to exemption. 
The addition speaks for itself, and it is patent therefrom that it does not evi- 
dence any congressional intent to grant tax advantages to organizations whose 
business activities extended beyond (a) marketing crops, and (b) purchasing 
supplies and equipment. 
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The language of the 1926 Revenue Act is noteworthy because it was carried 
into the provisions of the 1951 Revenue Act as section 101(12)(a) without 
change, and because it appears at section 521(b) (1), (2), (3) and (4) in the 
1954 Internal Revenue Code, whereas the provision from the 1934 act is section 
521(b) (5) of such code. 

It is notable that even to this date no revenue act has frankly and directly 
expressed an intention to allow tax advantages to any so-called farmers’ coopera- 
tive whose activities extended beyond (1) collectively marketing farmers’ crops, 
or (2) collectively purchasing farmers’ supplies and equipment, or (3) both of 
these business purposes. The tax advantages which have resulted in great 
injury to proprietary corporations, and which have occasioned an imbalance in 
the application and administration of the revenue laws, and which bring about 
the difficulty presently confronting this committee, stem wholly from administra- 
tive rulings in the Treasury Department.‘ 

It is true that congressional acquiescence is implied from a knowledge that 
such rulings had been made, and the Congress is chargeable with that knowledge 
whether or not its individual Members were aware of the rulings. It is likewise 
true that the 1951 statute strengthen the implication of congressional acquies- 
cence in those rulings by its context, and inasmuch as this act had the effect 
of eliminating any distinction between exempt organizations and nonexempt 
organizations so far as substantial tax consequences are concerned, the implica- 
tion of acquiescence by the Congress in Treasury Department rulings is strength- 
ened. The presentation by Mr. Rumble at page 1953 of volume 3 of the Tax 
Revision Compendium seems to be a fair statement, where he says: 

“Normally, the mere fact that Congress has not acted in respect to a particular 
departmental ruling or court decision could not fairly be said to indicate its 
approval of the ruling or decision, but where, as here, committees of Congress 
have in 1957, 1950, 1951, and 1958 conducted hearings in which all viewpoints 
have been ably presented, and in light of the fact that in each session of the 
Congress since 1948 bills have been introduced designed to drastically change 
these principles, and no action has been taken, it seems to me that the statement 
can properly be made.” 

The context of the 1951 act on this subject, and the contents of sections 521 
and 522 of the Internal Revenue Code of 1954, bring to mind the protesting 
comments which one of our most distinguished Federal judges once set forth: ° 

“In my own case the words of such an act as the income tax, for example, 
merely dance before my eyes in a meaningless procession; cross-reference to 
cross-reference, exception upon exception—couched in abstract terms that offer 
no handle to seize hold of—leave in my mind only a confused sense of some 
vitally important, but successfully concealed, purport, which it is my duty to 
extract, but which is within my power, if at all, only after the most inordinate 
expenditure of time. I know that these monsters are the result of fabulous in- 
dustry and ingenuity, plugging up this hole and casting out that net, against all 
possible evasion; yet at times I cannot help recalling a saying of William James 
about certain passages of Hegel: that they were no doubt written with a passion 
of rationality; but that one cannot help wondering whether to the reader they 
have any significance save that the words are strug together with syntactical 
correctness.” 

The fact remains, however, that organizations whose activities are not limited 
to what the Congress has directly expressed as a boundary line for justifiable 
tax advantage, but extend on a national and international scope to mining, 
manufacturing, and even selling in the export markets of the world, now bear 
no substantial tax burden even though they are industrial giants, and this result 
has been reached in the fact of an expressed congressional intent which envi- 
sioned crop marketing and supplies purchasing on a local or no more than 
regional basis as the limit of activities which should be favored with tax 
advantages. 

In passing, it may be said that even Mr. Rumble and Mr. Nieman are not 
inclined to attempt any support for such a result when they refer to those 
organizations which can fairly be said to come within the congressional intent 
as “true cooperatives.” The use of this terminology is significant, for in truth 
and in fact there are no others which are constitutionally, legally, or justifiably 


*See Mr. Rumble’s quotation from Pomeroy Coop. Grain Co. v. Comm’r., 31 T.C. 71, at 
p. 1952 of vol. 3 of Tax Rexision Compendium ;. see also footnote 6, p. 1928, of vol. 3 in 
article by Roswell Magill. 

5 Hand, Learned, “Thomas Walter Swan,” 57 Yale L.J. 167, 169 (1947). 
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entitled to any tax advantages of any nature, and it can only be these to which 
Mr. Rumble refers when, at page 1955 of volume 3 of the Tax Revision Compen- 
dium, he says: 

“Tt should be borne in mind, however, that the cooperative is organized as an 
instrumentality through which to get members’ products to the marketplace or 
supplies to their farms and homes.” 

While the Congress has been occupied with the multitude of problems which 
always confront it, the ingenious and energetic people whose interest lies in 
obtaining greater tax advantages have found the Treasury Department more 
compliant than was the Congress. Perhaps these are the same people to whom 
Mr. Nieman refers at page 1971 of volume 3 of Tax Revision Compendium 
where he says: 

“In fairness to the courts and the Treasury, it should be recognized that they, 
like most of the public, probably have been influenced to some extent by a super- 
abundance of misinformation in the past 15 years from people who either don’t 
know or deem it financially advantageous not to learn.” 

It would seem somewhat unfair to level destructive criticism at the courts 
inasmuch as all of the appellate Federal courts have been frankly outspoken 
during the whole period from 1913 to date. In 1915 the Supreme Court of the 
United States said that Congress, in the exercise of its taxing power, is never- 
theless bound by the express and implied provisions of the Constitution.® In 
1920 this Court said that the 16th amendment must be construed in connection 
with the taxing clauses of the original Constitution and the effect attributed to 
those clauses before the amendment was adopted; that the 16th amendment 
merely removed the necessity which otherwise might exist for an apportion- 
ment among the States for taxes laid on income; that the definition of the income 
to be taxed was all realized gains resulting from the investment of capital or 
as the results of labor, or both; and that such income was taxable and to be 
taxed in the hands of the legal entity where it was first realized.’ 

In 1936, it reiterated that income within the meaning of the 16th amendment 
is income as the word is known in the common speech of men, and that the pur- 
pose of Congress was to tax “pretty much every sort of income subject to the 
Federal power.” ® 

With respect to the power of the Congress to classify taxpayers for differing 
income tax burdens or tax advantages, it said that the classifications must be 
reasonable, not arbitrary, and must rest on some ground of difference having a 
fair and substantial relation to the object of the legislation so that all persons 
and corporations similarly circumstanced shall be treated alike;* and that to 
be uniform a tax (on income) must operate with the same force and effect in 
every place where the subject of it (income) is found.” 

In 1937 the eighth circuit pointed out very clearly that any corporative or- 
ganization the operations of which did not bring it squarely within the exemption 
statute (organized and operated on a cooperative basis: (a) for the purpose 
of marketing the products of members or other producers, etc., or (6) for the 
purpose of purchasing supplies and equipment, etc.), was not entitled to tax 
advantage; and that actual operation was the touchstone.” 

In Cooperative Oil Association, Inc. v. Commissioner of Internal Revenue, 
before the ninth circuit, the facts before the court are plainly stated in the 
opinion at 115 F. 2d 668 as follows: 

“Petitioner’s earnings or ‘savings’ for the period January 1, 1934, to November 
1, 1934, amounted to $14,737.21. Petitioner claimed the right to deduct in its 
income tax return covering that period the entire amount as a liability to mem- 
bers, although it actually declared and paid as dividends to members only 
$7,864.55. For the fiscal year ending October 31, 1935, petitioner’s earnings were 
$29,073.83. Petitioner, in its income tax return for that period, claimed the right 
to deduct the entire amount as a liability to members, although it actually de- 

clared and paid dividends to members in the amount of $17,926.53.” 
The cooperative organization paid to members in its tax year 1934, $7,864.55 from 
net earnings of $14,737.21, and in its taxable year 1935, $17,926.53 from net earn- 
ings of $29,073.83. The Commissioner allowed the cash distributions but dis- 


® Brushaher v. Union Pacific = R. Co., 240 U. 8. 2 60 L. ed. 493. 

7 Risner v. Macomber, 252 U.S. 189 64 L. Ed. 521 
8 Rogers, Collector v. Safety. Car Heating & Lightin Co., 297 U.S. 88; 80 L. Ed. 500; 
Helvering v. Stockholms Enskilda Bank, 203 U.S. 84, 89: 79 L. Ed. 211. 

® Atchison, etc., R.R. Co. v. Pre eee 174 U.S. 96: + L. Ed. 909. 

1” Fernandez v. Weiner, 326 U.S. 340: 90 I. Ed. 11 

1 Farmers Union C ooperativ o<. ‘Commissioner, 90 re ‘2d 488. 
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allowed the remaining net margins which had been retained and were evidenced 
by a circular letter of intent which said—“As rapidly as our reserves accumulate, 
these earnings will be released and disbursed to you as patronage refunds. In 
the meantime, the money is being devoted to the excellent purpose of building 
your company and making possible larger dividends for the future. On the 
theory that the portion of its eranings which had been retained represented a 
debt or firm obligation to members, the cooperative asserted that they were ex- 
cludable or deductible in determining net income. Holding that these were not 
excludable, the court said: 

“It is familiar law that ‘whether and to what extent deductions shall be al- 
lowed depends upon Icgislative grace; and only as there is clear provision there- 
for can any particular deduction be allowed’ and ‘the taxpayer seeking a deduc- 
tion must be able to point to an applicable statute and show that he comes 
within its terms.’”’ [Italic supplied. | 

The most significant thing in the opinion was, however, the closing sentence 
in which the court said: 

“Whether the respondent should have allowed the deduction he did allow (the 
distributions within each taxable year which were made in cash) is a question 
upon which we express no opinion,” 

Of course, the court could not express an opinion as the question was not 
before it. 

In 1949 the seventh circuit, in an opinion by Judge Minton (who afterward 
became Mr. Justice Minton of the Supreme Court) handed down an opinion 
which should have been dispositive of the administrative practice of allowing 
the exclusion or deduction of retained net margins.” 

Despite these and other declarations from the courts, the people whose inter- 
ests lay in extending the tax advantages incident to their activities were suc- 
cessful in obtaining a continuance of favorable administrative treatment until 
finally, in 1951, this committee and the Congress was faced with a situation where 
the implied acquiescence due to failure to legislate gave colorable claim to an 
indefinite continuance of preferential treatment through the exclusion or deduc- 
tion of net margins, distributed or undistributed, regardless of the fact that the 
nature and scope of the taxpayers’ advantages far transcended those which the 
Congress by direct legislation had designated as classifications entitling taxpayers 
to tax advantages. Even at that late date there was congressional reluctance to 
postpone indefinitely the application of a tax on what were obviously and patently 
net earnnigs, that is to say, income as defined in the revenue laws and by the 
common acceptance of the term. 

As Mr. Magill has stated at page 1920 of volume 3 of the Tax Revision Com- 
pendium, in drafting the 1951 Revenue Act, section 101(12) of the 1939 code was 
redesignated as section 101(12)(A), and the draft also added a new subsec- 
tion 101(12)(B). The broad purpose of the Congress in making this change 
was stated in the Senate Finance Committee report as the taxation of earnings 
or net margins of cooperatives either to the cooperative. or to its patron or its 
stockholders, with the exception of amounts which are paid or allocated to pa- 
trons on the basis of purchases of personal, rather than business, expense items.” 
Administrative rulings were promulgated consonant with the intention thus ex- 
pressed, but as soon as the application was directed to the imposition of a tax 
at the patron level, on an allocated but retained and undistributed patronage 
refund, it was declared by the courts that such an application was invalid.“ The 
basis for these decisions was that the patron, in his tax year in which the allo- 
cated but undistributed refund was charged as income to him, had no then right 
to demand, or receive the value thereof and, therefore, such refund was not a 
realized gain in that year, and hence was not within the constitutional, statutory, 
nor judicial definition of income. 

Of this group. of cases, the Long Poultry Farms case is the leading one, and it 
is necessary to advert to that case in greater detail because some of its implica- 
tions appear not to have attracted the attention which they merit, and for the 
further reason that those implications have a direct bearing on the validity of 
what this committee now proposes to do if it goes no further than to draft legis- 


12 Fountain City Cooperative Creamery Association v. Commissioner of Internal Revenue, 
172 F. 2d 666 

18S. Rept. 781, 82d Cong., 1st sess., pp. 20-21 (1951). 

* B. A. Carpenter v. Commissioner, 219 F. 2d 635; Caswell v. Commissioner, 211 F. 2d 
693 ; Moe vy. Earle, 226 F. 2d 583; Long Poultry Farms, Inc. v. Commissioner, 249 F. 2d 





need 


» ex- 
‘hot 


e al- 
1ere- 
duc- 
Nes 


ence 


(the 
ction 


not 


vard 
nion 


ving 


iter- 
suc- 
intil 
here 
»> an 
duc- 
the 
1 the 
yers 
‘e to 
ntly 
the 


‘om- 
was 
mwec- 
inge 
ings 
r its 
» pa- 
ms." 
3 @X- 
tax 
nage 
The 
allo- 
‘ight 
ot a 
tory, 


nd it 
lica- 
* the 
y of 
egis- 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 313 


lation which is intended to make certain that the intent ascribed to the 1951 
act will become effective. 

In the first place, due weight should be given to the language in the last para- 
graph of the opinion where the court said: “Apart from the question of con- 
stitutionality of such a requirement, which would be a serious one.” [Italic 
supplied.] This language was directed to the fact that there is grave question 
of the power of the Congress to classify as income that which is not income be- 
cause there is no realized gain in the sense of a present right to demand and 
receive the value; but it is also applicable to the question whether the Congress 
has power to authorize a taxable entity earning income to exclude or deduct the 
same in computing its tax liability. 

In the second place, the statement in the opinion—‘“To the extent that this 
regulation (Treasury regulation 118, sec. 39.22(c) (23)) is contrary to existing 
law or attempts to tax as income what is not income under law, it is, of course, 
void and of no effect’’—likewise does not seem to have attracted the attention 
which it merits. During all the years in which administrative interpretation, 
evidenced by Treasury rulings, permitted the exclusion or deduction from net 
margins of allocated but undistributed patronage and member refunds, and until 
there was some implied congressional sanction in the context of the 1951 act 
upon the theory that the amounts excluded or deducted were debts or were a 
contemporaneous reinvestment of capital, the amounts excluded or deducted were 
income to the entity which had earned the gain, the allowance of the exelusion or 
deduction was contrary to existing law, and the amounts deducted were income 
under law 

In the third place, this and other cases containing like declarations would seem 
to be dispositive of the claims presently asserted that the net margins of co- 
operatives are not income because there is an obligation to distribute all such 
(immediately or ultimately) to members or patrons: and that such net margins 
represent debts. The case merely restated what has always been the law; 
namely, that gains in the hands of any operating entity are income of that entity 
unless others have complete control over those earned values in the sense of an 
immediate right to demand and receive them. 


2. THE RESULTING EFFECTS ON THE NATIONAL ECONOMY 


The “Review of Income Tax History,” as applied to the subject with which this 
presentation is concerned, should establish that the present problem stems from 
the failure of Congress to clearly denote the activities which it can be said to 
have intended to favor with tax advantages, and from the erroneous allowance 
of deductions from net taxable income of the quantity of profit margins which 
have been designated as ultimately refundable. Since this committee has been 
presented with a plethora of figures on the quantity of income which has thereby 
escaped taxation, and on the quantity of the total market which is occupied by 
organizations enjoying those benefits, and all other measurements on these sub- 
jects which have been compiled are available to it, I will not dwell on figures 
except in general. It is sufficient to say that the revenue loss has been sub- 
stantial. It could not be otherwise when reliable projections demonstrate that 
of the approximately 26 million tons of plant food used in agriculture in the 
country in calendar year 1959, some 50 percent was distributed by these organiza- 
tions and some 21 percent was manufactured or otherwise produced by them. 
These organizations confidently predict that even with the total volume inerease 
expected through the food requirements of a growing population, their participa- 
tion in distribution will run to 40. percent by 1964, and that they will manu- 
facture or otherwise put together the component elements up to 30 percent of 
the total distributed, by the close of that year. I do not regard these claims as 
exaggerated. With their existing tax advantage as against proprietary com- 
panies, and with almost total absolution from the restrictive effects of the 
statutes prohibiting the creation of monopolies and cartels, they should have no 
difficulty in applying these tax advantages to preferential pricing which will 
enable them to capture at least that portion of the total market by their target 
date. 

\s illustrative of their size, I would suppose that the members of this com- 
mittee have at least a general knowledge of the transaction in which the Na- 


tional Grape Cooperative acquired the Welch Grape Juice Co. in 1956 for ap- 


proximately $29 million, where the purchase price came from accumulated tax- 
free earnings ; of the transaction in 1957 by which the Mississippi Oil Mills, Inc., 
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a cooperative, purchased 12 oil mills, 3 gins, and an elevator from the proprietary 
Mississippi Cotton Seed Products Co. at $3,525,000; the transaction in 1957 by 
which the Cotton Producers Association of Atlanta, Ga., a cooperative, acquired 
the Georgia Peanut Co., a proprietary corporation, for a price rumored to be in 
the neighborhood of $5 million, the purchase price to be retired out of the tax- 
free earnings of the acquired plants; the transaction in 1958 by which California 
Canners & Growers, Inc., a cooperative, purchased the Richmond-Chase Co. and 
the Filici & Perelli Canning Co. for approximately $19 million; and another 
transaction in which Farmers Union Grain Terminal Association acquired the 
assets of the McCabe Co. in Minneapolis for about $4,800,000. That purchase 
included line elevators and feed mills at 57 locations in Minnesota, Montana, 
and North Dakota. These transactions but foreshadow similar transactions 
which are yet to come. 

It is fortunate for the proprietary companies and for the national welfare 
that activities of this nature, which may well result in total domination of the 
national market for all of the myriad commodities which are used or usable 
in the production of crops, never gained peak momentum until 1950. My interest 
lies principally in the fertilizer field, and since that time the following major 
fertilizer plants have been built in the United States, in addition to many of 
smaller capacity : 





Cost Type of plant Location 

sate tinanacienictabimaemanaianennaes - | |_———_——- 
Cooperative: | | 

Coastal Chemical Co ‘4 $6, 500,000 | Nitrogen _..| Pascagoula, Miss. 
Central Farmers Fertilizer Co-- _- 14, 500,000 | Phosphate_. . ih Georgetown, Idaho. 
Cooperative Farm Chemicals Associa- | 18,000,000 | Nitrogen- al | Lawrence, Kans. 

tion. } 

Missouri Farmers Association = 5, 000, 000 | Ammonium-phosphate nt Joplin, Mo, 
Mississippi Chemical Corp- --- --| 16,000,000 | Ammonium nitrate. -.-_. Yazoo City, Miss. 
Associated Cooperatives - - ‘ > 1, 000, 000 


Nitrate-phosphate 7 Sheffield, Ala. 


Two years ago cooperatives were operating approximately 110 other fertilizer 
plants which were primarily engaged in mixing operations, and I have no doubt 
that this number has substantially increased in the interim. The Coastal Chemi- 
cal Co. plant at Pascagoula, Miss. is said to have capacity at 300,000 tons of high- 
analysis mixed goods per year, and since it is located on the seacoast and its 
normal domestic trade area is thereby reduced to 50 percent of the area of an 
inland plant, plus the further fact that the normal domestic market area would 
absorb only a fraction of production capacity, it was obvious from the beginning 
that one of the principal objects of its creators was to market at export to the 
Caribbean and Central and South American trade. This company and Missouri 
Farmers Association at Joplin are active in the pursuit of export business and 
are now actively competing with proprietary companies in that field. All of these 
operations were built from the proceeds of accumulated tax advantages. 

An illustration of their vertical integration, and the distance to which their 
activities have extended beyond the congressional concept of operations mar- 
keting farmers’ crops and purchasing for farmers their supplies and equipment, is 
the fact that Central Farmers Fertilizer Co. at Georgetown, Idaho, is said to 
be owned by the following interests: 

Consumers Cooperative Association, Kansas City, Mo. 

Farm Bureau Cooperatives Association, Columbus, Ohio. 

Farm Bureau Service, Inc., Lansing, Mich. 

Farmers Union Central Exchange, St. Paul, Minn. 

Illinois Farm Supply Co., Chicago, Tl. 

Iowa Farm Supply Co.. Des Moines, Iowa. 

Midland Cooperative, Inc., Minneapolis, Minn. 

Farm Bureau Service Co., St. Paul, Minn. 

Missouri Farmers Association, Columbia, Mo. 

Farm Bureau Service Co. of Missouri, Jefferson City, Mo. 
Nebraska Non Stock Cooperative Association, Lincoln, Nebr. 
Ohio Farmers Grain & Supply Co., Fostoria, Ohio. 

Wisconsin Farmco Service Cooperative, Madison, Wis. 

Indiana Farm Bureau Cooperative Association, Indianapolis, Ind. 
Farmers Union State Exchange, Omaha, Nebr. 

Central Cooperative Wholesale, Superior, Wis. 
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While I have no personal knowledge of the plans of National Farmers Union, 
it has been said that this enterprise is considering plans to develop its 17,000 
acres of potash deposits in New Mexico which it values at $170 million. Only 
last year Central Farmers Fertilizer Co. purchased the entire volume output of 
potash of the National Potash Co., a proprietary company, the purchase com- 
mitment to extend over a future term said to be 15 years. 

The occurrence of World War II was one of the reasons why activities of 
this size were not accomplished at an earlier time, but it was not the principal 
reason. The principal reason was that whereas the Treasury Department was 
compliant in allowing the exclusion of theoretical patronage refunds from net 
margins, such course was so patently contrary to the welfare of the general 
public and to constitutional provisions and legal requirements relating to the 
principles of taxation, and so indefensible from any viewpoint, that some of 
the ingenious and enterprising people who wished to thus extend their activi- 
ties could have any feeling of certainty that the course would not be overturned 
by the Congress or by the courts at any time. The implied congressional ap- 
proval which was evidenced by the 1951 act gave these people, for the first time, 
a “good business risk” that such course would be continued as an integral part 
of the income tax system. 

If the course is not altered, in my opinion it will ultimately result in com- 
plete domination of the national market, and the failure of many proprietary 
companies whose success is wholly dependent upon the production of plant foods, 
their combination in usable form, and their distribution; it will result in a great 
reduction in employment in these fields of activity, and in an almost total 
elimination of the contributions to the national revenue which accrue from such 
activities. 

As to the reduction in employment, predominantly in jobs for hourly workers, 
everyone occupying any responsible position in this industry well knows, and 
most economists recognize, that as the total market is preempted by a smaller 
number of producers the number of individuals who are required to produce 
and distribute the total volume will decline by accelerated arithmetical progres- 
sion. Lllustrated in simple form, it can be said that if one-half the total national 
market is now being supplied by 300 separate producers who require in the ag- 
gregate 50,000 individuals to carry out their production and distribution activi- 
ties, then when 30 organizations have supplanted the 300 in supplying the same 
portion of the market they will need no more than 20,000 individuals for the 
purpose. 


3. IS ANY TAX ADVANTAGE CONSONANT WITH THE PRINCIPLES UPON WHICH THE 
NATIONAL WELFARE IS DEPENDENT? 


It would appear that as a nation we have committed our future to the preser- 
vation of the free enterprise system, and have committed to its preservation our 
national resources and the lives of our present population and those yet to be 
born. No tax advantages to any segment of that population are consistent with 
that effort. 

No one will dispute the right to engage in activities of the nature, size, and 
scope of those just above mentioned—it is only the right to tax advantages in 
their pursuit which is in dispute. None of those organizations have any remote 
resemblance to the organization which received commendation in the Agricul- 
tural Marketing Act in 1929 (46 Stat. 11, 12, U.S.C.A. 1141), when the Federal 
Farm Board was authorized to make loans to cooperative associations of 
farmers. Mr. Rumble quotes from a recent statement by Secretary of Agricul- 
ture Benson, but neither do the organizations to which the Secretary referred 
have any resemblance to those which have been mentioned above, when he said 
of farm cooperatives: “They provide the vehicle whereby the individual farmer 
‘an join with his neighbors to gain the advantages of volume and marketing 
strength without sacrifice of independence. They are a self-help tool that al- 
lows him to command the strength to compete in our big business economy.” 

If these organizations are to be permitted to continue to remove nearly all of 
their earnings from the impact of income taxes which are imposed at the present 
high levels as essential to the needs of Government, then the basis for that per- 
mission must lie in the use of tax exemption as an instrument of social and 
economic control in furtherance of the public welfare. Should Congress reach 
that conclusion, then its reasons ought to be clearly expressed. As was once 
said by Mr. Magill when he was an Under Secretary of the Treasury: 
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“If changes (in the philosophy of taxation) are to be made, let them be 
accomplished by a statute drawn for the purpose, not brought about by indi- 
rection in a revenue act.” [Words in parenthesis within quotation supplied.] 

The initial concept was to afford social and/or economic benefits to farmers 
who united in agricultural or horticultural associations, but whether any such 
course can be justified by Congress at this date requires a hard look at the facts 
about farming. Some of those facts are that about 40 percent of the individuals 
now classified as farmers currently produce about 90 percent of the food and 
fibers of the Nation. This 40 percent is already assisted by agricultural sub- 
sidies which the 1960 Federal budget announced yesterday would absorb 7 
cents of the total budget dollar. The 40 percent are prosperous because they 
farm substantial acreage and conduct their farming operations on a scheduled 
basis with due recognition of all of the factors which result in profit or loss 
in any other business. Of the remaining 60 percent who produce 10 percent of 
total crops, many find only a spare time occupation in farming and their prin- 
cipal income source is in industry or commerce in the rural areas of their resi- 
dence or in some neighboring city or town. They are not dependent on farm- 
ing for support for themselves or their families, but they do benefit by the 
agricultural program and the direct subsidies which it affords. The tobacco and 
citrus belts in the main are the only areas in which the per-acre value of crops 
(from farming small acreage) will support a family’s requirements. The family 
farm of 25 years ago, which many of us regard with nostalgia, has departed 
from the national scene. Perhaps 51% to 6 percent of our population produces 
90 percent of all marketed farm production and could easily produce all of it. 
They also get practically all of our agricultural price support subsidies. 

In that situation, it is suggested that the Congress may have some difficulty in 
justifying, even to itself, a further economic benefit in the form of tax conces- 
sions applicable to the subject of agriculture. For one, I do not regard it as 
possible that a majority of the Congress would directly so express its intent and 
purpose, but we have before us one of the peculiar workings of democracy, namely, 
that the present tax consequences originating in administrative rulings will con- 
tinue unless a majority of the Congress can be induced to change them. In truth 
and in fact, tax advantages for farmers are no more defensible at the present 
time than would be tax advantages to steelworkers, to factory men, or to news- 
paper publishers; yet it is probable that every member of the committee would 
draw back from any suggestion that activities of those natures should have tax 
advantages. 

If the reduction of taxable income through the process of excluding or deduct- 
ing the major portion of net margins is allowed to continue, it may well be that 
the courts will have the final word on whether that course is consistent with 
constitutional requirements. I know of no case in which the issue has been 
squarely presented for court adjudication. True it is that a stockholder of the 
Union Pacific Railroad Co. in 1914 instituted an action to enjoin his company 
from paying the income tax imposed by the 1913 Revenue Act, upon the grounds, 
among others, that the general statute provided that tax should not apply to 
enumerated organizations and corporations, such as labor, agricultural organ- 
izations, and mutual savings banks, and on that ground urged that inasmuch 
as the 16th amendment authorized a tax on incomes “from whatever source 
derived,” by implication it excluded the power to make these exemptions, but the 
plaintiff was not a member of any of those organizations and none of the exemp- 
tions applied to him and, therefore, he had no standing to claim the total in- 
validity of the revenue act because of the exemptions expressed therein.” 

But constitutionality is not a fixed quality. As said by Mr. Justice Frank- 
furter: “In crucial cases, it resolves itself into a judgment upon facts. Every 
tendency to deal with constitutional questions abstractly, to formulate them in 
terms of barren legal questions, leads to dialetics, to sterile conclusions unrelated 
to actualities.” 

It would indeed be interesting to see how the Supreme Court would view the 
constitutionality of the tax advantages which Central Farmers Fertilizer Co. 
and Mississippi Chemical Corp. presently enjoy, as contrasted with the tax 
burdens of their proprietary competitors. 





% Pauls “Taxation in the United States,” p. 643. 
16 Brushaher v. U.P. R.R. Co., supra; see also Flint v. Stone-Tracy Co., 220 U.S. 108, 173, 
55 L. Ed. 389, 422. 
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SUMMARY 


Apologies are tendered to this committee for the fact that it was impossible 
to avoid some repetition in this presentation. My understanding is that the 
committee has before it for consideration the following measures: 

H.R. 7875 by Mr. Richard M. Simpson, regrettably now deceased, which was 
originated by the Treasury Department and which would limit the tax-free reten- 
tion of income by cooperatives to 3 years. Under it, cooperatives would be per- 
mitted to deduct amounts paid to patrons during the taxable year if paid (1) in 
cash, or (2) in the form of qualified patronage certificates. To be qualified, a 
certificate would bear interest of at least 4 percent and provide for redemption in 
cash within 3 years of the issuing date, and be actually redeemed within that 
time. All other income would be taxable to the cooperative corporation, I do not 
possess a copy of the bill, and subsequent comments will be based on an under- 
standing of its context from what has been published about it. 

H.R. 199 by Mr. Noah M. Mason, which would tax total earnings of coopera- 
tives just as the earnings of proprietary corporations are taxed. 

H.R. 3848 by Mr. Clifford Davis and H.R. 3150 by Mr. Thomas Curtis. I have 
no copies of either of these measures, but from what has been published con- 
cerning them, my understanding is that the sense of each would tax the coopera- 
tives on all earnings but would then give to each farmer-member a credit for his 
proportionate amount of the tax already paid—and he could use that credit to 
reduce his own individual income tax. 

I further understand that this committee has indicated that it would like 
to limit the present hearings in scope to a legal restoration of what was intended 
by the 1951 act; that is, by some measure which would require either the co- 
operative corporation or the recipient of patronage refunds, or a combination 
of both, to pay the tax on the earnings which have been made by the cooperative 
organization in the year earned or in the following year. 

Let us see in what degree the legislation already framed is compatible with 
constitutional and legal requirements, and with the threat to the public wel- 
fare which now exists, and which will inevitably increase in magnitude unless 
an early remedy is supplied. 

The courts have established that the 16th amendment, when it was ratified, 
contemplated a tax on all income having its source in the utilization of capital, 
and the application of labor to build on the platform supplied by capital. 
They have established that the dominant purpose of the first revenue act subse- 
quent to the adoption of the 16th amendment, and all later revisions thereof, 
has been to carry out the contemplation embodied in the amendment when it was 
ratified. In any society, be it free enterprise or socialist, there are no other 
forces which result in income or profit or net margins. We think no one will 
dispute that the activities of cooperatives result in income from these sources. 

On the subject of constitutionality and legality, H.R. 7875 results in an oppor- 
tunity to wholly exempt the income resulting from the application of both 
capital and labor, from the impact of taxation at the point where such income 
is developed and first realized. The basic difference between the proprietary 
corporation and the cooperative is that on the one hand equity capital is sup- 
plied by the subscriptions of stockholders, and on the other hand it is supplied 
by patrons through and by the extent of their patronage. Under H.R. 7875, 
if adopted, there will never be any tax burden on the portion of income 
which has its source in the application of labor, except as the degree or quantity 
of realized patronage refunds, on which the patrons individually pay tax, results 
from and includes the labor which has been applied to the capital which these 
patrons have supplied. 

Differently stated, the cooperative which applied the labor will pay no tax 
on the income resulting therefrom nor any tax on the income resulting from 
its utilization of the capital; and the patrons who have applied no labor will 
ultimately pay a tax on the income resulting from both, but the effect of dis- 
tributing this income through the multitude of patrons with separate applica- 
tion of their individual tax rates will tremendously diminish the revenue which 
the Government will collect. 

Again, on the subject of constitutionality and legality, the failure to tax 
the total of net margins in the hands of the organization which has earned 
them may not meet constitutional requirements, since total net margins are 
income from capital or labor or a combination of both. It is doubtful whether 
any legislation can be framed which will permit taxation on a current income 
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basis of the portion of net margins which will constitute distributed patronage 
refunds at 3 years after the time when they are earned. 

On the public welfare or economic side, the necessity to issue “qualified 
certificates” which at least in theory envision an actual cash distribution of 
income within 3 years after the year in which it was earned, will do no more 
than ameliorate very slightly the threat which presently exists from the power 
of cooperatives to expand and ultimately dominate the national market. HEvery- 
ohe will agree that at the corporate base rate 30 percent and surtax rate of 
22 percent, a total impost of 52 percent on corporate incomes, the extent of 
the impact is a great burden and that burden exists at every level of corporate 
activities. It is a powerful force on any organization which has as its object 
the realization of income as to what it can pay on purchases, as well as on the 
figure at which it can sell its products. Cooperatives will continue in a posi- 
tion to translate their freedom from this impact into selling prices at which 
their proprietary competitors cannot compete in the marketplace, and thereby 
to unfairly gain a steadily increasing segment of the national market. 

The limitation of retention to a 3-year period, and the necessity for paying 
interest on the amounts retained during that period, will have no effect other 
than to slightly reduce funds which otherwise would be immediately available 
for early expansion. The unfair competitive advantage, and the opportunity for 
rapid growth and rapid expansion at the expense of like organizations which 
are proprietary companies, will continue to exist. Actually, it is no exaggera- 
tion to say that as compared with the status of proprietary companies this ad- 
vantage is equivalent to a Government donation of the funds necessary to in- 
crease the adverse economic consequence which in late years have become so ap- 
parent. Factories, in addition to those presently owned, will still be free to 
cooperatives. 

If it shall develop that H.R. 7875 presents more appeal to this committee than 
any other legislation which is suggested, the adoption of that measure will ac- 
complish little or nothing unless the Congress also limits the cooperative organ- 
izations which it construes to be entitled to these preferential advantages to 
those the nature of whose operations go no further than (a) the marketing of 
farmers’ crops, and (b) the purchasing of equipment and supplies for farmers, 
a limitation which, so far as is apparent, was the initial and continuing congres- 
sional concept. No broader concept is in any sense defensible. 

As to H.R. 199, it is the only legislation now framed which is fully consonant 
with constitutional and legal principles, and which will at the same time com- 
pletely remedy the threat to the public welfare now existing. 

H.R. 384 and H.R. 3150, as I understand them without having drafts before 
me, are of more than passing interest, but the interest stems from a considera- 
tion of what is not readily apparent from the publications about their contents. 
It is, of course, an established constiutional and legal principle that the quantity 
of net margins represented by patronage refunds having been once taxed in the 
hands of the organization as its income, when actually distributed can be again 
taxed to the recipients, and this is, of course, what happens to corporate divi- 
dends. The effect of taxing the income at the source and in the hands of the 
organization which has earned it will, in large degree, remove the unfair com- 
petitive advantage between proprietary companies and cooperatives which are 
engaged in identically similar efforts, and it will thereby largely remedy the 
threat to the public welfare. But unless I have been misled by what has been 
published about them, these bills seem to say that as to one segment of the 
population, namely, farmer-patrons, the income which has been earned by the 
application of the capital which they have supplied and by the application of 
labor thereto, will not be again burdened when it reaches their hands; and fur- 
ther, in effect they say that such income having been once taxed the farmer- 
patron in bearing his individual portion of the general tax burden will be given 
a credit for the tax which has been paid on this income. Not only need he not 
include the receipt of the distribution, but against his income from other sources 
he gets a credit for what has been paid at the source where this income was 
earned. If such is their result, the departure between the ultimate burden of 
income taxation on capital invested in cooperatives and capital invested in other 
endeavors becomes even wider than it is now, and perhaps it can be said that 
such is a recommendation to farmers to have no business relations with others 
than cooperatives. 

Our viewpoint on the whole subject is that if economic considerations press- 
ing upon the Congress require, or in its opinion justify, tax advantages for 
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the benefit of farmers, then the proper course through which to accord those 
advantages is a direct recognition of the economic considerations by a different 
and lower rate structure for application to farmers than is the rate structure 
which is made applicable to others who obtain their income from capital or 
labor or both. In passing, it may be said that apparently the Congress is giving 
no consideration to the direct and preferable course. The direct course might 
be held in violation of constitutional requirements as an arbitrary classification 
in favor of farmers, but except on this consideration would not be vulnerable 
to judicial decision. The classification in favor of farmers will be no less arbi- 
trary through any course in which tax advantage is accorded by indirection, and 
the object of according advantage by indirection is certainly less defensible in 
principle. 

Mr. Foranp. Mr. Alger. 

Mr. Axcer. I shall not take the time to engage in questions because 
of the lateness of the hour in these hearings. 

I simply want you to know that your concern is shared by others, 
as you certainly must know. I have been rather appalled to see busi- 
nessmen, before their pocketbook is hit like this one may be hitting 
you, who have not been aware what we have been doing in Washington 
in the way of socialism. 

Long before this hearing I have been strenuously opposed to the Gov- 
ernment’s ownership and operation of the TVA fertilizer manu- 
facturer. I think that is unconstitutional. I think it is socialism, but 
that is apart from this. 

Now, you bring up socialism which nobody really understands. 
Everybody is against the word “socialism.” It has a bad sound. No- 
body understands it. Yet I do think we accept many of the basic prin- 
ciples of socialism, calling it “meeting the needs of our people.” 

I just hope that more people like you, now that your pocketbook 
is hit, and I do not mean that you have not been concerned before, 
will turn their attention to other legislation we are engaged in here. 
It may give you a few heart tremors to see what we are doing, but it 
might be good for you to see what we are doing besides in this par- 
ticular area. 

I appreciate your statement and I will read the entire statement. 

Mr. Asupurn. Thank you. 

(The following material was received by the committee:) 

Sm1ITH-DouGLass Co., INCc., 
Norfolk, Va., February 8, 1960. 
Mr. Leo H. IrwIn, 
Chicf Counsel, Committee on Ways and Means, 
House of Representatives, 
New House Office Building, 
Washington, D.C. 

Dear Mr. Irwin: As a witness attending the Ways and Means Committee 
hearings last week on the subject of the application of income taxation to co- 
operatives, the time allotment of 10 minutes did not permit the expression of 
some views which seem important and, therefore, it is requested that this letter 
be made a part of the record of those hearings as a supplement to the written 
statement which was filed in advance of my testimony. The hearings dealt 
with cooperatives generally, and with so-called agricultural cooperatives, and 
those designations are a convenient separation for these supplementary com- 
ments. 

1. The Treasury’s proposal (H.R. 7875), and the February 1, 1960, proposal 
of Mr. Wilfrid E. Rumble pursuant to a request from Chairman Mills, accept 
the premise that the burden of income tax on the net margins of cooperatives 
should be applied at the patron level, and that the entity earning the income 
should have an opportunity to avoid payment of the tax thereon if, by its corpo- 
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rate structure, it has assigned the income before such income has been earned 
(H.R. 7875, sec. 1391 (b) (1), the Rumble bill, sec. 78(a) (1) (B) ). 

While the Treasury’s position is consistent with its earlier administrative 
rulings, those rulings and the acceptance of such premise are wholly inconsistent 
with the position which the Treasury Department has always taken with respect 
to the assignment of income before it has been earned, and with the position 
taken by the Supreme Court— 

“It has long been established that the mere assignment of the right to re- 
ceive income is not enough to insulate the assignor from income tax liability.” 
Lucas v. Harl, 281 U.S. 111. 

“As long as the assignor actually earns the income or is otherwise the source 
of the right to receive and enjoy the income, he remains taxable” (Commissioner 
of Internal Revenue vy. Sunnen, 333 U.S. 591; See also Harrison v. Schaffner, 
312 U.S. 582, and Corliss v. Bowers, 281 U.S. 376, 378). 

In truth and in fact, the portion of the net margins of any cooperative which 
is distributed to each of its patrons (or members) is no more than a reduction 
of the patron's cost if he is a buying patron, or an increase in his realization if 
he is a selling patron, and as such in his hands is not “income” within the mean- 
ing of the 16th amendment which in turn is the source of the authority of the 
Congress to impose an income tax. <Any attempted circumlocutions by which the 
Congress seeks to muke these patronage distributions “income” by added statu- 
tory definitions can, in my opinion, meet with the same fate as the 1951 law 
which dealt primarily with the so-called agricultural cooperatives. 

2. On the practical side, in support of H.R. 7875, and in support of Mr. 
Rumble’s bill, it is said that either of these measures will insure that the net 
margins earned by cooperatives will be taxed at least once, and the conception 
is that in actual result they will be taxed at the patron level. Under H.R. 7875 
the concept is that the receipt of tax by the Treasury Department will be delayed 
until the patron receives cash, and the concept under Mr. Rumble’s bill is that 
the Treasury Department will receive tax when the patron receives document as 
to which the bill attempts to define values. 

But the obvious fact is that each of these measures provide avenues under 
which a large portion of these total net margins may wholly escape taxation. 
In H.R. 7875, section 1392(b), it is provided in terms that allocations with respect 
to supplies and equipment purchased from such cooperatives are not includible in 
the gross income of the patron receiving such allocations where the supplies and 
equipment consist of articles the cost of which was not deductible from the gross 
income of the patron in preparing his individual income-tax return. A provision 
to the same effect is in section 78(a)(1)(B) of the Rumble bill. 

These provisions, which attract little attention from the casual reader, can 
and probably will result in the total escape from the impact of income taxation for 
all net margins developed and earned from the production and marketing (by 
cooperatives) of all commodities in commerce which are used or consumed for 
nonbusiness expense items as the term “nonbusiness expense items” is defined in 
the Internal Revenue Code. Cooperatives are rapidly spreading their activities 
to product lines which are all embracing, and these provisions can result in no 
income tax revenue, for instance, from net margins earned in the distribution of 
groceries and foodstuffs, building materials used in residences constructed by 
individuals, fuel oil and petroleum products applied to nonbusiness uses, passen- 
ger automobiles, and pleasure boats utilized for personal convenience or pleasure, 
residential hardware and paints, household appliances including television sets, 
washing machines, mechanical refrigerators, radios, and similar items purchased 
by individuals for nonbusiness purposes, and to many other commodities which 
represent a large segment of the total commodities marketed in the country. 

I suggest that it is even possible through the veritical integration which has 
recently become so popular with cooperatives, that the noninclusion in the gross 
income of patrons receiving distributions related to purchases for nonbusiness 
purposes can perhaps be translated through every step from manufacture, 
through wholesale distribution, to retail distribution, if the successive stages 
ending in distribution to individuals are conducted by cooperatives at each level. 
As to the scope of product lines, the coverage can extend to all articles sold in 
commerce which are not in fact used for the business purposes of the ultimate 
consumers. 

It is also true that such result can be accomplished by ingenious individuals di- 
recting the activities of cooperatives under the present administrative rulings if 
no new legislation is adopted and, therefore, it seems necessary that there 
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should be new legislation at an early date as, if none is adopted, then at the later 
time when the subject is under consideration it will be met with a “claim of 
right” from pressure groups based on past practice, as was the case when the 1951 
law relating to agricultural cooperatives was adopted. 

H.R. 7875 and the new bill proposed by Mr. Rumble can be expected to attract 
the primary interest of the committee. In my opinion, the elimination of these 
exclusion provisions from those bills would not produce any different result for, 
if patrons were required to include in their gross income those allocations to them 
which related to purchases for articles for nonbusiness use, that course would 
be an attempt by the Congress to define as income the realization of a value 
which patently was not income under the terms of the constitutional amendment. 

It seems that both the Treasury Department and Mr. Rumble have recog- 
nized this principle in the drafting of these bills. When any citizen is able to 
purchase his nonbusiness requirements at less cost than can another citizen 
solely because he is a patron of a cooperative, it would appear to be beyond the 
power of the Congress to make the mathematical extent of that buying advantage 
“income” taxable to such citizen. 

3. Focusing attention on one section of the whole cooperative field, namely 
agricultural cooperatives, I suggest that the status “exempt” or “nonexempt” 
is largely a matter of choice, depending on whether a particular cooperative de- 
sires to allocate its net margins to a large group consisting of all its customers 
or to a small group consisting of its recorded members. This is a choice which 
can be exercised from one tax year to another. Any agricultural cooperative 
obtains its capital from one of two sources or a combination of both: namely, 
retention of net margins which have been allocated to patrons, and the invest- 
ment of capital by noncustomers, which usually takes the form of subscriptions 
to stock; but both of these bills provide that an “exempt” entity in preparing 
its annual tax return can deduct from gross income the “amounts paid as divi- 
dends during the taxable year on its capital stock” (H.R. 7875, sec. 1392 (¢), 
(b) (1) (A), and amendments to see. 522(b) of Internal Revenue Code, 1954— 
Rumble bill, sec. 78(2)(b)(1)(A)). These provisions make no substantial 
change in the result outlined in section 522 of the Internal Revenue Code of 
1954. But the result, again not apparent from a casual reading and perhaps not 
as yet fully appreciated by the cooperatives themselves, is to open an avenue for 
the permanent retention of the majority of allocated net margins rather than 
the cash redemption of allocations at or prior to the end of the third year after 
the year in which they were earned. 

The testimony before the committee is that tax applied at the patron level will 
result in revenue at 20 percent overall of the allocations as compared with 52 
percent of the net margins if applied at the cooperative level. Therefore, on 
net margins of $1 million for any year the Federal revenue would receive 
$200,000 as against $520,000 at the cooperative level. But in one contemporane- 
ous transaction the patron need only receive sufficient actual money to pay the 
tax on his patronage distribution and he can reinvest the remainder of the dis- 
tribution in stock of the cooperative. This stock is of infinitely more value to 
him than the utilization of the full amount of the patronage distribution for 
other purposes, because the stock represents a proportionate ownership in all 
of the lands, buildings, and facilities of the cooperative from which the earnings 
come; and a subsequent annual return to him on the stock which he owns, if 
we look through form to substance, is guaranteed by the ability of the issuing 
entity to deduct dividend distributions from annual gross income in determin- 
ing net income subject to tax. 

By the same token this privilege opens unlimited avenues to obtain non- 
customer capital. Investment capital is primarily concerned with the annual 
rate of return and safety of principal. It can be readily attracted to nonvoting 
preferred stock on which the exempt cooperative is permitted to pay up to 8 
percent annually and to deduct all payments from annual gross income. The 
privilege to deduct is almost equivalent to a Government guarantee that the 

‘ote of payment on stock for which the entity contracts will be earned and will 
be paid. In passing, it may be said that this privilege to deduct annual dividend 
payments on capital stock also affords an opportunity for the individuals direct- 
ing the activities of cooperatives to build large private fortunes through access 
to increased stock holdings with no application of income tax burden until the 
shares are ultimately sold, and then only on a capital gains basis. 

4. Why is it desirable for the Federal Government to proceed further with 
these under-the-counter attributes of socialism? Those cooperatives who camou- 


iD f (\Semtiais 


waat 


se 


uae 


= 


e 


taatere 








322 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


flage their industrial activities under the label of agricultural cooperatives urge 
that such course is desirable for the welfare of farmers. Perhaps the best 
answer to this claim can be found in chapter III of the 1960 Economic Report 
of the President’s Council of Economic Advisers, and some excerpts are quoted 
here : 

“Agriculture as an industry continues to be in a financially strong posi- 
tion * * *, Total agricultural assets have risen steadily for many years; the 
increase in 1959 was 2.5 percent to $208 billion at the end of the year. * * * 

“The number of farms has dropped from 6,700,000 in the 1930-89 decade to 
4,600,000. Cropland, despite the efforts to take it out of cultivation, remains 
about the same as in the 1920's, at 470 million acres. Machinery enabled 7,400.- 
000 workers in 1959 to produce 80 percent more in annual crops and livestock 
than 13,100,000 in the twenties.” 

Chapter III says that farms are moving into stronger hands—that farmers who 
know how to manipulate crops (in and out of Government loans), as well as the 
lands, buy up more and more land and that this buying lifts the price of acreage. 
If this committee and the Congress shall conclude that there is sound reason 
to accord more benefits to farm income through tax advantages, why do they 
not accord that benefit directly by enacting a different and lower bracket for 
the application of income tax to earnings resulting from farming? If income 
resulting from farming was in the farmer's hands wholly relieved from the burden 
of income tax thereon, such course would be far less disruptive to the national 
economy than would the tax advantage at the cooperative level which is urged 
by the individuals directing cooperative enterprises. 

As to cooperatives generally, I find it difficult to rationalize that because an 
individual elects to avail himself of the commercial advantages of volume buying 
or volume selling through participation in collectivism, ergo, in additon to the 
Government blessing to follow that course he must be accorded tax advantages. 
But if such is the congressional view I can assert with some confidence that it 
will be less disruptive of the national economy and productive of more Federal 
revenue if the advantages are frankly and directly provided for by applying in- 
come taxation directly against cooperatives but in a lower bracket; by way of 
illustration, at the present base rate of 30 percent applicable to corporations, 
foregoing the surtax rate of 22 percent which is added to the burden of proprietary 
corporations. It is conceivable that proprietary corporations might survive in the 
marketplace for a limited time against an advantage in favor of their competitors 
at 22 percent of earned income. Obviously they could not survive over any long 
period at so great a differential, but any direct application wonld be an improve- 
ment over the present differential which in the case of most cooperatives amounts 
to 52 percent. 

Very truly yours, 
W. R. ASHBURN, President. 

Mr. Foranp. If there is nothing further, thank you again. 

Our next and last witness is Mr. George Burger. 

Will you come forward, please ! 

Mr. Burger, while we on the committee know you well, for the pur- 
pose of the record, will you give your name and the capacity in which 
you appear ¢ 


STATEMENT OF GEORGE J. BURGER, VICE PRESIDENT, NATIONAL 
FEDERATION OF INDEPENDENT BUSINESS 


Mr. Burcer. I am George J. Burger, vice president in charge of 
legislative activities, National Federation of Independent Business, 
740-742 Washington Building, Washington, D.C. 

Mr. Foranp. You are recognized for 15 minutes. 

Mr. Burcer. We are a national or ganization composed exclusively 
of small, independent businesses and. professional people. We have 
the largest directly supporting membership of any business organ- 
ization in our country. We have membership representation in feder- 
ation chapters in almost all of the Nation’s congressional districts, in- 
cluding Alaska and Hawaii. 








TAX TREATMENT OF EARNINGS OF COOPERATIVES 323 


Our members directly determine our stands on legislation through 
their majority votes in polls we take among them in our publication, 
the Mandate. We take such polls about once each month. In each poll 
we state the issue, and offer the strongest factual arguments on both 
sides of the question, ourselves remaining neutral, and permitting mem- 
bers to make up their own minds. 

Our members receive their Mandates through the mail, read them, 
and then vote and sign their ballots in the privacy of their homes and 
offices. We do not see or touch these ballots at any point. Members 
channel them to their Congressmen through their district chairmen, 
who are local federation members they select to head up each chapter. 
At the same time that chairmen forward the signed ballots to Congress- 
men, they report the overall results to us. The sum of tabulations re- 
ceived from chairmen in our more than 2,500 chapters across the coun- 
try determines our stand. 

‘I might say that the personal signatures on each ballot, the fact 
that all ballots are voted privately, is ‘authentication of opinions sent to 
Congressmen. 

And I might add further that verification of our polls can be found 
in the files of chairmen reports we maintain at our headquarters at 
Burlingame, Calif. We are the only organization of our kind in the 
country. 

As to the business at hand, I am here today to tell you how our 
members feel about the tax status of one of their principal forms of 
competition, our country’s cooperatives. My credentials are the fol- 
lowing five polls we have taken among our members on this subject 
during the past 4 years. 

Note, please, that I am taking great care to show each poll in its 
entirety, so far as is physically possible. IT am not doing this to 
clutter the record, but rather to be as fair as possible with both you 
and our members. 

As to these polls, in May of 1956 we polled our members as follows: 

The result of that poll was 91 percent favoring tax cooperatives, 6 
percent against, and 3 percent no vote. 

Again, in November 1956, we polled our members and the result 
of that poll was 92 percent for, 6 percent against, and 2 percent no 
vote. 

And in September of 1957 we polled our members on H.R. 501, and 
the result. of that poll was 90 percent for, 7 percent against, and 3 
percent no vote. 

In October of 1958 we polled our members on the same proposition. 
The result of that poll was 88 percent for, 9 percent against, and 3 
percent no vote. 

In April of 1959 we again polled our members and the result of 
that poll was 93 percent for, 5 percent against, 2 percent no vote. 

In December of 1959 we again polled our members on H.R. 7975. 
The result of this poll was 89 percent for, 7 percent against, and 4 
percent no vote. 

Note, if vou will, the fact that in each of these foregoing polls, ap- 
proximately 9 out of every 10 federation members who signed and 
sent their ballots to their Congressmen favored proposals to tighten 
up the taxing of cooperatives. Note this almost unanimous expres- 
sion, as contrasted with the sharply divided opinions on many of 
the ot her issues presented for their vote. 
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Of course, it is impossible for us to discuss with you the reasoning 
used by these members in each of their votes. 

But we can tell you that many of our members are in situations 
where they are required to compete with cooperatives. A short list 
of some of the items handled by cooperatives should give you some 
idea of the scope of this competition: 

Tires, oil and petroleum products, feed, fertilizer, clothing, food, 
farm-building materials, furniture, home-building materials, farm 
machinery, electrical appliances. 

To give you some idea of how our members see this competition, 
and the part that the cooperative tax status plays in it, we quote 
from two of the many letters received from our members. 

The first, a tire dealer, wrote to us in February of 1958: 


I would like to call your attention to a condition that is becoming more 
prevalent in the area, causing increasing loss of sales to all loeal tire dealers. 
It seems that the GLF, a so-called farmers’ cooperative, has sold a considerable 
amount of tires under their brand name of Unico. During the past winter 
season their sales of snow tires far surpassed all previous records, and they 
have been so encouraged by the results that I understand they are now prepared 
to conduct an even more vigorous campaign to corner more of the market. 

Their very favorable tax position enables them to sell new tires for less than 
the cost of a quality retread, and because of this price feature all of the asso- 
ciated dealers I have in the outlying areas have been unable to sell any tires 
except in the case of an emergency. 

I am not too familiar with the structure of a cooperative, but I do not think 
they are supposed to run newspaper ads repeatedly to the general public. 
especially with banner headlines claiming “Buy as the Farmer Does and Save 
on Taxes” et cetera. They are no longer restricting sales of their products 
to so-called members. 


The second, a southern businessman, wrote to us in September of 
1959: 


While at home, indisposed for the day from my office, I thought I would 
write you a personal letter. 

Several months ago I wrote to my Senator with reference to my deep concern 
on the tremendous gains cooperatives are making. They pay no taxes. This is 
a serious situation. 

Just because I am writing you, sir, in longhand, please don't discount 
contents, for it is written to you earnestly and with concern. 

My Senator graciously answered my letter, telling me that this item was 
being worked on. 

Let me give you an example. The Farm Bureau Co-op is located a stone's 
throw from my place of business. I am an independent businessman. Own a 
small corporation. I strictly sell supplies to mushroom growers. Farm Bureau 
Co-op, an organization formed to sell farmers, decided to handle and sell mush- 
room supplies and my business declined 30 percent. In fact, I had to release 
my keyman. I paid him $112.75 per week. 

Do you know who hired him? My neighbor, Farm Bureau Co-op. 

Fortunately, I have some other iegitimate income for last year, when Farm 
Bureau selling at ridiculous prices cause much of my business to go to them. I 
cannot compete with these kinds of organizations. Why does and do our law- 
makers permit this to persist? 

Don’t you realize what this does to the small businessman? Just like the 
writer? I either have to lose money or get out of business, and it will probably 
be the latter for Farm Bureau pays no taxes. 

Tell me, I have asked my legal counsel but they seem not to know, the Farm 
Bureau Co-ops, were they not originated to sell only the farmer? This I am in 
accord with; the farmer deserves a break. But, sir, tell me, can they expand 
their busines within law and sell to another facet, the mushroom growers, who 
are not farmers? There should be some way to stop this evil to the standard 
American busines practice. Are they represented by lobbies? If so, why so 
strong to overpower our lawmakers, 
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This situation is a serious one and I trust something can be done. It seems 
unjust in truly our great country that we permit such practices to go on and 
every lawmaker with “God-given sense” knows cooperatives are not fair competi- 
tion to the independent businessman. Reason—because they are not taxed and 
ean sell anything for a small margin above cost. 

And we can tell you that our members know these things about the 
tax status of cooperatives: 

1. That generally cooperatives are not required to pay any Federal 
income tax on that part of their yearly earnings which they distribute 
to their members and patrons in the form of refunds; but, that co- 
operatives can satisfy this requirement by merely issuing certificates 
to their members, promising to pay at a later date, and then withhold 
the ¢ ‘ash covered ‘by these certificates, entirely tax free. 

That while patrons and members of cooperatives are supposed 
to] p: ay a Federal personal income tax on all refunds they receive, the 
courts have ruled that they need not pay such tax on certificates until 
such time as they get the cash these papers represent. 

3. That this situation theoretically makes it possible for coopera- 
tives to arrange things so that no one has to pay any Federal income 
tax on any part of their yearly earnings, and that this gives them an 
opportunity to build up entirely tax-free funds of capital. 

Frankly, I do not know the extent to which cooperatives are making 
use of this tax avoidance procedure. I have seen figures which put it 
up in the tens to hundreds of millions of dollars. But I do think it is 
obvious that to the extent they are making use of it, thev are gaining 
a definite competitive financing advantage over their fully taxpay ing 
business competitors, which advantage 1s more important than ever 
during this time of tight money and high interest, this time which 
is bearing so heavily on independent businessmen. 

Believe me, during this period when direct and oan rie taxes are 
constantly rising, at Federal, State and, local levels, it gives me no 
pleasure to come before you and ask that you do sent teas that will 
add to the burdens being carried by any of our people. 

However, I do believe that this’ cooperative tax situation involves a 
basic, harmful mequity, and on behalf of our members, and in line 
with their majority opinion in aig signed mandate votes which they 
have sent to their Congressmen, I do earnestly ask that you take 
action to require that cooperatives be required to pay up their Federal 
income taxes each year, just. like all other businesses with whom they 
compete. 

My position is, and the position of the people I represent is, that 
every form of business enterprise in competition with other business 
enterprises should all receive the same treatment and be on an equal 
basis before all laws, taxes or otherwise. 

We do not ask more, because we have no aim to injure or destroy 
cooperatives, 

In truth, all we are asking is that they be required to stand on their 
own two feet taxwise in their competition with others. In simple 
justice, we cannot ask less. 

Mr. Chairman, I would like to ask to be inserted in the record a 
circular sent to me by some of our members from the Farm Security 

Association, Idaho Falls, Idaho. I just want to read one or two ex- 
cerpts from the circular: 
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Dear FRIEND: How would you like to belong to a well managed agricultural 
cooperative that is free from the burden of taxation and is able to pay to its 
members each year 90 percent of its earnings without first having to deduct the 
usual 52-percent tax bite that the Federal Government takes from most business 
corporations and organizations. 


This is underscored : 


The State tax commissions and the Director of Internal Revenue have ruled 
that agricultural cooperatives are exempt from income tax. 

Farm Security Association’s wholesale prices will be made available to all their 
members, thereby making it possible for you to save hundreds of dollars on the 
purchase of food products, trucks, tractors, machinery, tools, and numerous 
other items. It is not necessary to be a farmer to own an interest in the as- 
sociation. 


I believe that should be made a part of the record. 
Mr. Foranp. Without objection, that will be done. 
(Information referred to follows :) 


FARM SECURITY ASSOCIATION, INC., 
Idaho Falls, Idaho. 

DEAR FRIEND: How would you like to belong to a well managed argricultural 
cooperative that is free from the burden of taxation and is able to pay to its 
members each year 90 percent of its earnings without first having to deduct 
the usual 52-percent tax bite that the Federal Government takes from most 
business corporations and organizations? 

The State tax commissions and the Director of Internal Revenue have ruled 
that agricultural cooperatives are exempt from income tax. 

This means that every year we can pay out our profits to our members without 
any tax deductions, which gives us a very distinct advantage over most other 
business organizations. 

Our sources of revenue, income, and profits are many and varied. Right now 
we are developing a well managed finance service with the thought in mind that 
our members will be able to borrow money for any worthwhile purpose, and at 
the same time share in the profits and earning of this cooperative. 

As you doubtless have already observed, cooperative financing has became one 
of the fastest growing and most profitable segments of the American economy. 
Returns from well managed cooperative financing are high, and such investments 
are classed among the most secure and desirable that can be found in our 
country today. 

Who owns the Farm Security Association, Inc.? The members. A member 
ean only purchase and own one share of common stock, but may purchase 
additional preferred stock. The association can never be owned by one man 
or one group of men. The members elect their own directors. Each member 
has one vote, so that the management depends entirely upon the collective vote 
of the membership—you and each of the others. Therefore, you can eliminate 
any poor management and waste of money such as is found so many times in 
corporations where the votes are concentrated in the hands of a few. 

Farm Security Association’s wholesale prices will be made available to all 
their members, thereby making it possible for you to save hundreds of dollars 
on the purchase of food products, trucks, tractors, machinery, tools, and numer- 
ous other items. It is not necessary to be a farmer to own an interest in the 
association. 

No large investment is necessary. This is designed for the person of average 
income as much as it is for the well to do. A small downpayment and a nominal 
budget payment will secure for you this membership that will entitle you to share 
in the tax free profits of this cooperative. 

For further information, return the enclosed postage-free business reply card, 
which will not obligate you in any way whatever. Today is all you have. 
Tomorrow is a promissory note and yesterday is a canceled check. Act today. 
Drop this card in the mail. It is well worth your while. 

Sincerely yours, 
FarM SeEcurITY ASSOCIATION, INC. 
EaruL P. Coie, Secretary. 


al 


he 
SS 


TAX TREATMENT OF EARNINGS OF COOPERATIVES 327 


CONDENSED FROM A BULLETIN OF THE U.S. DEPARTMENT OF AGRICULTURE, 
OFFICE OF THE SECRETARY, Ezra Tarr BENSON 


(Highlights of the Secretary’s talk before the annual meeting of American 
Institute of Cooperation, Pennsylvania State University, State College, Pa., 
Aug. 25, 1958) 


1. The Secretary says that the new farm bill passed by Congress “is a long 
step toward freedom for our farmers and away from control over farming by 
rigid government formula.” Although the law “is not all the administration 
sought,” the Secretary of State says, “it is based on the sound principle that 
a wider range of price supports will lead to expanded markets.” 

2. Remarking that we live in an age of stupendous change, the Secretary 
says: “Part of the task of meeting the continuing challenge of the space age 
falls squarely in the lap of agriculture, and therefore in the lap of this associa- 
tion of cooperatives.” The challenge facing cooperatives is this: “Can coopera- 
tives effectively help farms to maintain their control over farming—can they 
effectively help preserve our traditional family farm type of enterprise—can 
they adequately help the individual farmer to exert effective bargaining power?” 

3. Pointing out that the retail food business stresses mass selling which 
requires both a steady volume and uniformity of product, the Secretary says 
big marketing concerns can do this job, but the individual farmer cannot. Mass 
selling also is most effective with some preselling. Again, the individual farmer 
cannot do the job. “It is only through group action” that individual farmers can 
meet the need. “For a growing number of commodities the needs of the market 
requires close coordination between consumer demands and farm production. 
Either nonfarm organizations will furnish this coordination—by means of ver- 
tical integration—or farmers themselves, through their cooperatives, will do 
much of the integrating. “What will cooperatives do about it?” the Secretary 
asks. 

4. “Farm people must take the initiative. Farmers must mold economic 
integration themselves to make sure it adequately serves farm interests,” he 
says. Calling integration an “opportunity,” the Secretary says farm people can 
work to mold integration into desirable channels by (1) improving markets; 
(2) making better use of research; and (3) using cooperatives. These are the 
areas mentioned in the Department’s recent report on “Contract Farming and 
Vertical Integration in Agriculture.” 

5. The Secretary suggested a four-point program for cooperatives: “1. Build 
your cooperatives bigger—bigger in membership—bigger in resources—bigger in 
research—bigger in the services you render. 2. Be satisfied with nothing less 
than topnotch leadership—topnotch directors—topnotch management. 3. Pring 
about more cooperation between cooperatives. 4. Build a better press—better 
public relations—for the entire cooperative movement.” 

6. “At least one American cooperative is older than the United States,” he says, 
citing the cooperative insurance company Benjamin Franklin helped found in 
Philadelphia in 1752 and which continues to this day. The Secretary insists that 
cooperation is “an old American custom.” a part of free enterprise. “It would 
be almost impossible to overestimate the value of farmer cooperatives,” he says. 
They are “economically, socially, and spiritually sound. Those of us who believe 
in farmer cooperatives must be vigilant to see that the public is fully informed. 
We know thetruth. Let’s tell it to the world.” 

“Farm people have come a long way in cooperation with one another. Working 
together, farm people can exert effective bargaining power. They can maintain 
control of farming. They can preserve the traditional family farm pattern. 
They can meet the challenge of the space age. With God’s help, we shall not fail.” 
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Mr. Burerr. That completes my statement, Mr. Chairman. 

Mr. Foranp. Are there any questions ¢ 

Mr. Alger. 

Mr. Acer. I find myself very sympathetic to your viewpoint, Mr. 
Burger. 

I do not know whether you know it, but the only thing I know that 
contradicts your statement, and maybe it is the exception that proves 
the rule, is this. I was the subject of quite an attack by your organi- 

zation because, if I am not mistaken, and I will apologize if I am 
wrong, of my stand on fair trade at a time when I do not believe you 
had taken quite the poll that you indicated on page 1 here you have 
taken. I should further warn you that I have a 100 percent wrong 
voting record, according to Mr. Reuther in the AFL-CIO, vet Mr. 
Reuther and I are apparently joined together in our opposition to 
fair trade. 

This should be a note of caution to you that maybe something is 
wrong in the system that you set up, or am I wrong? 

Mr. Burcer. Congressman Alger, I am glad you ‘put the question. 

If you will see my testimony ‘of March 1959 before the full com- 
mittee of the House Interstate and Foreign Commerce, you will see 
at that time myself, the only official spokesman for the National 
Federation, before the committee, stated specifically that we had not 
taken any position on the bill before the committee, but that we were 
in favor of the basic principle of fair trade. 

The attack that you quote was made by a vice president of the 
Federation, but he was not speaking for the National Federation of 
Independent Businessmen. 

Mr. Averr. Is that true? 

Mr. Burcer. That is correct. 

Mr. Aucrer. Mr. Burger, L appreciate that. 

Mr. Burcer. That was his personal view. 

Mr. Acer. I accept that. I accept it and I want you to know 
that the attack was delivered at the time when it was calculated to do 
the most damage, and yet I extend all due respect. to the man differing, 
because he is entitled to his vie wpoint. 

The only reason I bring it up is that he was not speaking at that 
time for the broad number of people who had been polled because I 
did not think, as you outline here in your statement, that the members 
that you represent, fine people, had been polled on this. Furthermore, 
[ think when the people get wind of what is up in that particular 
matter, a poll would not represent what this gentleman said in attack- 
ing me. 

Mr. Bureer. I want to repeat that his views as expressed I believe 
at that time that appeared in the appendix of the record or wherever 
it was was his personal view. 

I am not privileged to speak officially for the Federation until 
that vote is made by the nationwide membership, nor is any other 
officer, and the truth of the matter is at this moment, on the question 
of fair trade, it is practically with our members nearly a 50-50 vote 
for and against. 

Mr. Atcrer. While your statement certainly explains this, he did 
speak for the Federation at the time he made that statement. 
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Mr. Bureer. I respectfully again refer to my testimony when | 
appeared before the committee, and he stated specifically before that 
committee, and I am quoting : 


* * * that Mr. Burger alone will speak officially for the National Federation 
of Independent Business. 


Mr. Arcer. I hope he will not speak any more. 
listen to you. 

Mr. Foranp. Thank you very much, sir. 

That concludes the calendar for today and the committee stands 
adjourned until 10 o’clock in the morning. 


(Thereupon, at 12:45 p.m., the committee recessed, to reconvene at 
10 a.m., Friday, February 5, 1960.) 
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FRIDAY, FEBRUARY 5, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways snp MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to recess, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills presiding. 

The Cuarrman. The committee will be in order. 

Our first witness this morning, our colleague from Tennessee, the 
Honorable Clifford Davis, has been unavoidably detained and will 
not be able to appear in person before the committee. 

Without objection, the statement that he intended to present will 
be included at this point in the record. 

(Prepared statement of Mr. Davis follows:) 


STATEMENT OF REPRESENTATIVE CLIFFORD Davis, Ninru District or TENNESSEE, 
Wit Recarp to H.R. 3848 


Mr. Chairman, I have asked for this opportunity to appear before the Ways 
and Means Committee to urge once more the peculiar merits of my bill, H.R. 3848, 
to solve the problem of cooperative taxation. Many persons, including lawyers, 
economists, businessmen, and farmers, look upon my tax-credit plan as the fair- 
est and at the same time the most politically feasible proposal that has been 
offered for your consideration. 

Mr. Brady Bryson, appearing here last Tuesday on behalf of the Milk Indus- 
try Foundation and the ice cream manufacturers, called my bill “an ingenious 
but very sound plan” and said: ““‘We do not think a better plan can be found if 
the objective is to reflect in the law the traditional conception of a cooperative 
and yet prevent abuse of that conception to the disadvantage of both the Treas- 
ury and heavily taxed competing business.” 

I suggest that you review Mr. Bryson’s careful analysis and endorsement of 
the tax-credit plan, which you will find on pages 8 and 9 of the statement he filed 
with you. 

H.R. 3848 is entitled “A bill to provide tax equity through the taxation of 
cooperative corporations and to provide tax credits for recipients of dividends 
from genuine cooperatives.” 

It is a single-tax proposal, conforming with the idea that I have frequently 
heard expressed by members of this committee—that the earnings of coopera- 
tives should be taxed only once—either to the cooperative corporation or to 
the members thereof. 

H.R. 3848 assesses the tax to the cooperative itself, and this is right and proper 
because equity can be achieved only by imposing the tax at the exact level of 
competition. In this instance, the competitors are cooperative corporations or 
associations on the one hand and presently taxpaying proprietary businesses on 
the other hand. The taxpayers who seek relief from the present untenable 
situation are not competing with patronage dividend receiving farmers, but with 
corporate businesses of their own of even greater size and moneymaking ability. 

Repeal of the existing cooperative exemption, and imposition of the corporate 
income tax on the earnings of cooperatives before distribution, is, you must 
understand, directly contrary to the 1951 law which, until the courts threw it 
out, sought to make the farmer pay tax on patronage-dividend receipts even 
though they had no tangible or negotiable value. 
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That law was to the disadvantage of the farmer: it would still be to his 
pocketbook disadvantage if it were revived and revised, as I am told cooperative 
officials and lawyers are recommending. 

Under my tax-credit plan the farmer members of cooperatives will benefit 
financially. Let me read to you from H.R. 3848, starting at line 15 on page 4: 


Sec. 522. Crepir TO RECIPIENT OF DIVIDENDS ON STOCK OR PATRONAGE FOR TAx 
PAID BY COOPERATIVE 


“(a) In the case of a recipient of a dividend on stock or patronage from a 
cooperative meeting the requirements of subsection (b) of this section, where 
such dividend is includible in the gross income of such recipient, there shall be 
allowed as a credit against the tax of such recipient an amount equal to the 
tax imposed on the cooperative in respect of the portion of the income of the 
cooperative represented by such dividend, if such recipient includes in his 
gross income, in addition to the amount of the dividend on stock or patronage so 
received, an amount equal to the tax so imposed on the cooperative. If the credit 
provided in this subsection exceeds the income tax otherwise payable by such 
recipient, the excess shall be treated as an overpayment of tax by such 
recipient.” 

In practice, the tax credit would work this way: 

Cooperatives would be taxed on all their earnings, whether or not distributed, 
just as in the case of fully taxpaying proprietary corporations. 

Each member of the cooperative would then receive, along with his patronage 
dividend, a tax credit in an amount equal to the tax paid by the cooperative on 
the member’s share of the earnings. This credit could be applied to the mem- 
ber’s individual income tax—and if the member’s tax was in a low bracket any 
balance would be payable in cash. 

I am certain that the farmers of my State of Tennessee would love that cash 
and that credit; I am certain that they would like it a good deal more than the 
1951 law, or any similarity thereto, which would make them dig down down 
into their jeans for money to pay tax on what the courts have quite rightly 
designated as “worthless paper.” And I believe that the farmers of Mississippi 
and Arkansas and Texas and Kentucky, as well as the Northern States, would 
like cash and credit, under H.R. 3848, far more than they like a bill from the 
Internal Revenue Service. 

Mr. Chairman and members of the committee, I have seen altogether too many 
taxpaying businesses fold up and blow away in the face of the unfair competition 
of cooneratives. It is high time that something was done to end this tax- 
favored inequity. 

A copy of H.R. 3848 is attached to the copies of my statement that have been 
handed to the members of the Ways and Means Committee. I ask you to read 
it, in the light of what I have told you. I suggest that you talk to the farmers 
in your districts about it—not to the cooperative managers and lawyers, whose 
intense desire to make their cooperative businesses grow big and still bigger 
frequently blinds them to the best interests of their members. Ask your farmers 
whether they would prefer paying a tax on worthless paper or whether they 
would like to pocket some cash and a tax credit. They will give you the right 
answer, I am sure—and the answer will be to report H.R. 3848. 

Thank you. 


[H.R. 3848, 86th Cong., 1st sess.] 


A BILL To provide tax equity through the taxation of cooperative corporations and to 
provide tax credits for recipients of dividends from genuine cooperatives 
Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That this Act may be cited as the 
“Cooperative Tax Act of 1959”. 


SEC. 1. REPEALING PART III OF SUBCHAPTER F OF CHAPTER 1 OF 
SUBTITLE A OF THE INTERNAL REVENUE CODE OF 1954. 


-art III of subchapter F of chapter 1 of subtitle A of the Internal Revenue 
Code of 1954, exempting farmers’ cooperative organizations from income tax. 
is hereby repealed. 
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SEC.2. TAXATION OF COOPERATIVES. 


There is hereby added to the Internal Revenue Code of 1954 a new part III 
of subchapter F of chapter 1 of subtitle A, to read as follows: 


“PART ITI—TAXATION OF COOPERATIVES 
“SEC. 521. PATRONAGE DIVIDENDS. 


“(a) PATRONAGE DivipEND.—For the purposes of this section the term ‘patron- 
age dividend’ means an allocation or a distribution paid or payable (whether or 
not in money and whether described as a refund, rebate, price adjustment, or 
payment of a balance due under a marketing agreement) to member patrons or 
to member and nonmember patrons on some basis related to their sales to or 
purchases from the corporation during the taxable year, if (1) the allocation 
or distribution is conditional (A) upon profits or margins being earned by the 
corporation from all its operations or a class of its operations during its fiscal 
year, or (B) upon income attributable to the resale of the producer’s product 
along with products of a class or classes of products of some other producers 
less any deductions, determination of which is within the discretion of the 
corporation ; or (2) the amount of the allocation or distribution can be determined 
only with reference to the amount of the profits, margins, or income earned; or 
(3) the amount of the allocation or distribution can be determined only after 
declaration or payment of dividends on any class of stock of the corporation or 
only after the fixing of sums to be transferred to capital, reserves, or surplus. 

“(b) COOPERATIVE CORPORATION.—For the purposes of this section the term 
‘cooperative corporation’ means a corporation (1) that calls itself a ‘cooperative’ 
or ‘co-op’, or (2) that represents to any persous or classes of persons which deal 
with it that their patronage will or may entitle them (A) to the payment, either 
actually or constructively, of patronage dividends, or (B) to an equity interest 
in any of the corporation’s assets, or (3) that is otherwise operated for the mutual 
benefit of persons or classes of persons that deal with it: but such term does 
not include a mutual insurance company or any corporation exempt under 
section 501. 

“(c) NONDEDUCTIBILITY OF PATRONAGE DIVIDENDS.—The taxable income of a 
cooperative corporation shall be determined without the deduction of any 
patronage dividends paid or payable to patrons. 

“(d) Gross Recerpts.—The gross receipts from the sales of goods or services 
used in computing the gross income of a cooperative corporation shall be 
determined without the exclusion or subtraction of any patronage dividends paid 
or payable to patrons. 

“(e) Cost or Propucts BouGcnutr From Propucers.—In determining the cost 
to a cooperative corporation of products sold to it by a producer for resale 
(whether or not in their original form), only amounts, other than patronage 
dividends, paid or payable to such producer on account of such sales shall be used 
in computing the cost unless, under regulations prescribed by the Secretary, 
the corporation establishes that the application of this paragraph would more 
clearly reflect income, in which case the prevailing market price on sales of such 
products, or the amounts, including patronage dividends paid or payable in money 
on account of such sales, whichever is the lesser, shall be used in determining 
the cost to the corporation of such products so sold to it for resale. 


“SEC. 522. CREDIT TO RECIPIENT OF DIVIDENDS ON STOCK OR PA- 
TRONAGE FOR TAX PAID BY COOPERATIVE. 

(a) In the case of a recipient of a dividend on stock or patronage from a 
cooperative meeting the requirements of subsection (b) of this section, where 
such dividend is includible in the gross income of such recipient, there shall be 
allowed as a credit against the tax of such recipient an amount equal to the tax 
imposed on the cooperative in respect of the portion of the income of the 
cooperative represented by such dividend, if such recipient includes in his gross 
income, in addition to the amount of the dividend on stock or patronage so 
received, an amount equal to the tax so imposed on the cooperative. If the 
credit provided in this subsection exceeds the income tax otherwise payable by 
such recipient, the excess shall be treated as an overpayment of tax by such 
recipient. 
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“(b) This section shall be applicable only to dividends of— 

“(1) associations organized and operated on a cooperative basis (A) for 
the purpose of marketing products of members or patrons, and turning 
back to them the proceeds of sales, less the necessary marketing expenses, 
on the basis of either the quantity or the value of the products furnished by 
them, or (B) for the purpose of purchasing supplies and equipment for the 
use of members or patrons, and turning over such supplies and equipment to 
them at actual cost, plus necessary expenses. The tax credit provided in 
subsection (a) of this section shall not be denied because any such asso- 
ciation has capital stock, if the dividend rate of such stock is fixed at not 
to exceed the legal rate of interest in the State of incorporation or 8 per 
centum per annum, whichever is greater, on the value of the consideration 
for which the stock was issued, and if substantially all such stock (other 
than nonvoting preferred stock, the owners of which are not entitled or 
permitted to participate, directly or indirectly, in the profits of the associa- 
tion, upon dissolution or otherwise, beyond the fixed dividends) is owned by 
members who market their products or purchase their supplies and equip- 
ment through the association. Such an association may market the products 
of nonmembers in an amount the value of which does not exceed the value 
of the products marketed for members, and may purchase supplies and 
equipment for nonmembers in an amount the value of which does not exceed 
the value of the supplies and equipment purchased for members: and 

“(2) corporations organized by an association qualified under the preced- 
ing subsection, or the members thereof. 

Subsection (a) of this section shall be applicable only if such association or cor- 
poration has executed a waiver, under rules and regulations prescribed by the 
Secretary, of any claim to a net operating loss deduction under section 172 for the 
taxable year the income of which is the source of dividends on stock and patron- 
age upon which the tax credit of subsection (a) of this section may be claimed.” 


SEC. 3. EFFECTIVE DATE. 

The amendments made by this Act shall be effective with respect to taxable 
years beginning after December 31, 1958. 

The CnarrmMan. Our next witness is Charles B. Shuman, president 
of the American Farm Bureau, accompanied by several representa- 
tives of that organization, including my highly esteemed friend from 
Arkansas, Mr. Robert H. Smith, representing the Arkansas Farm 
Bureau Federation and the Arkansas Rice Growers C ooperative 
Association. 

We are pleased to have all you gentlemen with us this morning. 

Mr. Shuman, you are recognized. 


STATEMENT OF CHARLES B. SHUMAN, PRESIDENT, AMERICAN 
FARM BUREAU; ACCOMPANIED BY PAUL MATHIAS, ILLINOIS 
AGRICULTURAL ASSOCIATION; ROBERT H. SMITH, ARKANSAS 
FARM BUREAU FEDERATION AND ARKANSAS RICE GROWERS 
COOPERATIVE ASSOCIATION ; ARNOLD BOVOLD, WISCONSIN FARM 
BUREAU; AND ROBERT L. FARRINGTON, CONSULTANT 


Mr. Suuman. Thank you, Mr. Chairman and members of the 
committee. 

I have, in addition to Mr. Smith, Mr. Arnold Bovold, the vice presi- 
dent of the Wisconsin Farm Bureau, and Mr. Paul Mathias, legal 
counsel of the Illinois Agricultural Association, the State Farm Bu- 
reau in Illinois, and then we have several members of our staff. 

We also have a man who has had a lot of experience in the coopera- 
tive field, Mr. R. L. Farrington, the former solicitor of the U.S. De- 
partment of Agriculture, now in private practice. We have retained 
him to consult with us. 
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We have a statement and I will read it at this time. There are one 
or two minor corrections which will develop as I read. 

We appreciate this opportunity to present the position of the Farm 
Bureau on the topic of this hearing: ‘Taxation of farmer cooperatives. 
The membership of the farm bureau numbers more than 1,602,000 

families, many of whom are also members of many cooperative asso- 
ciations through which they purchase farm supplies and market farm 
products. 

Farm bureau policy—protect the farmer member. 

From the time it was organized in 1919 the American Farm Bureau 
Federation has supported the cooperative method of doing business 
for farmers. We believe this committee recognizes the opportunities 
and advantages which may be derived from cooperative effort. We 
shall not take time to develop this view. 

In many States, State farm bureaus have affiliated with cooperative 
associations engaged in activities of benefit to the membership, and 
in many other States our membership is vitally interested in coopera- 
tives which are not affiliated. There are not many instances where 
there is a conflict between the interests of cooperative members and 
the interests of cooperatives as institutions; however, the question of 

taxation is an area of possible conflict. 

We want to make it clear that we view this problem primarily from 
the standpoint of the individual cooperative member who in many 
instances 1s a farm bureau member. 

The problem under consideration has been the subject of resolutions 
in the conventions of the Farm Bureau for many years. The most 
recent statement crystalizing these views is contained in the resolution 
adopted by the elected voting delegates to the member State Farm 
Bureaus at the annual convention of | the American Farm Bureau Fed- 
eration held in December 1959. This resolution reads as follows: 

We continue to oppose aggressively any efforts to tax cooperatives on savings 
which are returned to the member patrons in such a form as to be taxable in 
their hands. We support the principles that: 

(1) All net savings and income of farmer cooperatives should be subject to a 
single Federal income tax, to be paid either by the cooperative or by the patron, 
as earned. 

(2) For such portion of the income of a cooperative association as is paid 
in cash, the association shall be allowed a deduction from its gross income and 
the member receiving such cash shall include such amount in his gross income. 

(3) Deduction shall be allowed the cooperative association for such portion 
of its net savings and income as is not paid in cash, and for which it issues to 
the member a written instrument advising him of the amount of his allotted 
share of the income not paid in cash, if (@) the written instrument is of such 
legal quality that all members receiving it will be under a legal obligation to 
include the face amount thereof as gross income on their tax returns, and (}b) 
the cooperative association will certify to the Internal Revenue Service that its 
written instrument is of such legal quality. 

(4) Any remaining income of any cooperative association not previously 
accounted for above shall be subject to the corporate income tax. 

We recommend that the internal revenue regulations and, if necessary, the 
Internal Revenue Code be amended to provide that nonexempt cooperatives 
receive the same treatment as exempt cooperatives with respect to the time in 
which allocations of patronage dividends and notifications to the patrons must 
be made following the close of the fiseal year. 

These principles constitute a great safeguard to the interests of true coopera- 
tives and their members. 

All corporations should be exempted from Federal income taxes on earnings 


distributed to stockholders as dividends and taxable in the hands of the 
stockholders. 
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We oppose the application of a withholding tax to the dividends of corpora- 
tions, including cooperatives. 


Present policy consistent with 1951 position. 


In 1950 and 1951, the position of Farm Bureau on this subject was 
as follows: 


We will aggressively oppose any efforts to tax cooperatives on such savings 
returned as cash, or clearly shown on the books of the cooperative to be property 
of the patron. There is no sound basis for imposing on cooperatives an income 
tax on patronage earnings refunded in the form of cash refunds, certificates of 
stock, certificates of indebtedness, or revolving fund certificates where the obli- 
gation to the producer patron is certain. 

Savings in the form of unassigned surpluses of cooperatives should be taxed in 
the same manner as profits of other corporations. 


In a statement to the U.S. Senate in September 1951, when this 
subject was under consideration, we recommended that: 

Patronage dividend deductions be allowed only if either of the following two 
conditions are met: 


(1) The patronage dividends are paid in cash or merchandise within 6 
months after the year in which the patronage occurred, or 

(2) The patronage dividends are paid in the form of irrevocable obligations 
such as stock certificates, certificates of indebtedness, or revolving fund certifi- 
cates, taxable in the hands of the patron in the year in which he receives notice 


to be given by the cooperative within 6 months after the close of its taxable 
year. 


Comment with respect to language adopted in the Revenue Act 
of 1951: 

The provisions of the Revenue Act of 1951 appeared to be a solu- 
tion to the problem. This feeling was reflected in the resolutions 
adopted at our convention in December 1952, as follows: 


2, % 

We suport the provisions of the Revenue Act of 1951 which (1) make it clear 
that cooperative savings allocated to member patrons are taxable in the hands 
of such patrons, and (2) provide that savings held by cooperatives in the form 
of unassigned surpluses shall be taxed in the same manner as the profits of 
other corporations. These provisions constitute a great safeguard to the interest 
of true cooperatives. We will insist on the proper interpretation and adminis- 
tration of these provisions. 

Since the 1951 amendment was enacted, it has been rendered par- 
tially ineffective by court decisions which have held that certain types 
of distributions are not currently taxable in the hands of the patrons. 

We believe these decisions reflect sound legal principles. If the 
member patron is, by law or contract, to be legally required to in- 
clude in his gross income such portion of the net savings and income 
of a cooperative association as is not paid in cash, the courts are 
fully justified i in holding that such distribution must be in the form 
of a binding, irrevocable legal obligation. 

Under the present law, however, the effect of such court decisions 
has been to prevent the collection of a single Federal income tax on 
some cooperative savings on a current basis. 

The objective of Farm Bureau’s position : 

As indicated in our latest resolution, we believe : 

All net savings and income of farmer cooperatives should be subject to a 
single Federal income tax, to be paid either by the cooperative or by the patron, 
as earned. 

The phrase “as earned” contemplates the prompt determination by 
the cooperative association of the amount of net savings and i sgebiani 
within a reasonable period following the end of its “taxable yea 








TAX TREATMENT OF EARNINGS OF COOPERATIVES 337 


Thus, such portion of net savings and income of a cooperative asso- 
ciation as is paid in cash, or which meets the standards and qualifica- 
tions of paragraph (3) of our resolution, would be an appropriate 
deduction for the taxable year in which it was earned. The farmer 
member who receives either cash or net savings and income distributed 
to him as described in paragraph (3) will be required to include in 
his gross income the cash and face amount of the written instruments 
in the year in which he receives it. 


IMPLEMENTATION 


Paragraph (2) of our resolution states that: 

For such portion of the income of a cooperative association as is paid in cash, 
the association shall be allowed a deduction from its gross income and the mem- 
ber receiving such cash shall include such amount in his gross income. 

This paragraph seems clear in its intent and objective both with re- 
spect to the cooperative association and with respect to the member 
receiving the cash. It is, we believe, a correct description of the 

-atment now being accorded cash patronage dividends. 

“T he real problem i is the treatment to be accorded the portion of net 
savings and income of cooperatives which is not paid in cash. 

We pointed out above that the courts have held that members re- 
ceiving written instruments which purport to be distributions from 
net savings and income of cooperatives are not required to include 
such pieces of paper as income where there is any uncertainty, or 
where such instruments are not unqualifiedly subject to his demand 
under explicit terms. We believe this prine iple is sound and should 
be written into the law for the protection of the member. 

We have expressed the conditions under which such distributions 
should be deductible to the cooper: ative and taxable in the hands of 
the member in paragraph (3) of our resolution in the following 
language: 

Deductions shall be allowed the cooperative association for such portion of 
its savings and income as is not paid in cash, and for which it issues to the 
member a written instrument advising him of the amount of his allotted share 
of the income not paid in cash, if (a) the written instrument is of such legal 
quality that all members receiving it will be under a legal obligation to include 
the face amount thereof as gross income on their tax returns and (b) the co- 
operative association will certify to the Internal Revenue Service that its written 
instrument is of such legal quality. 

The key words in this principle are “legal quality.” We shall 
attempt to describe our intent. In so doing, we would like to refer 
again to the development of the language on this subject in our reso- 
lutions over the years. 

In our earliest resolution to which we have referred the phrase 
used was “where the obligation to the patron is certain.” 

We believe it was the intent of this language and of the amend- 
ment of 1951 that the cooperative association, in issuing its written 
instrument, would be legally obligated to establish a legal relation- 
ship toward the member which the courts would rule sufficient to re- 
quire that the member include the face amount of such instrument in 
his gross income. 

As indicated above, we also used the phrase, “patronage dividends 
are paid in the form of irrevocable obligations,” in a statement to the 
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Senate in 1951. These irrevocable obligations were intended to fix 
the legal terms between the cooperative association and the member 
and in so doing to establish the value of the obligation. Thus, we 
believe that if the cooperative association will issue a written instru- 
ment “of such legal quality that all members receiving it will be under 
a legal obligation” to include the face value thereof in their return 
before such distributions can be deducted by the cooperative, the 
problem will be solved. 

We believe that no one should be expected to pay a tax with respect 
to something which is without value. It is the purport and intent 
of our position to cause the written instruments issued by cooperative 
associations reflecting net savings and income not paid in cash to have 
taxable value if they are to be deducted by the cooperative. 

It follows that the objectives of a single "Federal income tax would 
qualify the cooperative association issuing such a written instrument 
for a deduction, and the failure of the written instrument to create a 
legal obligation of the patron would disqualify the cooperative asso- 
ciation from taking such deduction. 

For example, let us assume that the cooperative association, in 
addition to its cash patronage refund, issues to its member a written 
instrument declaring that if presented in a certain number of days 
it will be paid in cash, but if not so presented it will be treated there- 
after asa form of capital or debt. 

Under such circumstances, we believe the member, having failed 
to exercise his option of taking cash, could be held to have consented 
to the use of the amount thereof as a capital contribution to the co- 
operative association—promissory note, certificate of indebtedness, 
revolving fund share, capital stock, or instrument of similar nature. 

We have been disc ‘ussing the requirements of written instruments 
issued by a cooperative association representing the net savings and 
income which it expects to retain in the corporate structure and upon 
which it anticipates the members will be taxable. It remains for us 
to discuss the nature of the certification which the cooperative asso 
ciation would be required to make to the Internal Revenue Service 
that its written instrument is of such legal quality. 

We believe that, where a privilege of the nature under discussion 
is being granted, a full disclosure of the type of written instrument and 
the persons to whom such instruments are issued should be a minimum 
requirement for the enjoyment of the privilege. 

It is not our intention that the certification to the Internal Revenue 
Service as to whether the written instrument meets the test of deduct- 
ibility to the cooperative association and taxability to the member 
receiving it shall be final. We believe such questions are judicial in 
nature and should be determined by the courts. 

Paragraph (4) of our resolution states that : 

Any remaining income of any cooperative association not previously accounted 
for above shall be subject to the corporate income tax. 

This is a residuary clause covering the retained portion of the nev 

savings and income of farmer cooperative associations. If there is no 
remaining income of this nature because of the operation of the pre- 


viously described principles, there is no. income to which a tax can 
attach. 
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PERIOD FOR MAKING DISTRIBUTIONS 


Exempt cooperative associations as defined in section 521 of the code 
are permitted 814 months in which to make distributions and file re- 
turns. Taxable cooperative associations have had the same privilege; 
however, the Internal Revenue Service has recently issued a regulation 
requiring taxable cooperatives to make distributions within 214 
months. This is too short a period for the auditing that is necessary 
to provide the basis for such distribution. 

The problems of the two classes of associations are quite similar. 
We believe both groups of cooperative associations should be treated 
alike. 

I would like, if it is possible, and the pleasure of the committee per- 
mits, to call Mr. Smith, a member of the board of directors of the 
Arkansas Farm Bureau and vice president of the Arkansas Rice 
Growers, to make a supplemental statement. 

The CHatrmMan. Mr. Smith, we are very pleased to have you with 
us today, sir, and you are recognized. 


STATEMENT OF ROBERT H. SMITH, SECRETARY-TREASURER, 
ARKANSAS FARM BUREAU FEDERATION, AND VICE PRESIDENT, 
ARKANSAS RICE GROWERS COOPERATIVE ASSOCIATION 


Mr. Surrn. Thank you, Mr. Chairman and gentlemen of the com- 
mittee. 

I am Robert Smith of Walnut Ridge, Ark., secretary-treasurer and 
member of the board of directors of Arkansas Farm Bureau and 
vice president and member of the board of directors of the Arkansas 
Rice Growers Cooperative Association, and speak for both organi- 
zations. 

Let me digress, Mr. Chairman, please, and say that I am a farmer 
by occupation and that I am also primarily interested in the effect of 
this legislation on the patrons of cooperatives as well as the way the 
tax would apply to the cooperatives. 

I am in a position of being both an official of the cooperative and a 
receiver of some of these papers that have been mentioned in Mr. 
Shuman’s statement. 

I have one further digression, Mr. Chairman. 

Someone told me that. I was probably listed in this thing as a tax 
technician. I would like to correct that statement if it is anywhere 
in there, because certainly I believe that nobody knows any less about 
the technicalities of tax than I do, but we do know how these things 
apply from experience. i 

The Cuatmrman. It has been my understanding, Mr. Smith, that 
you are quite well informed as to the requirement for paying tax, but 
you were not very well informed as to the details of how it developed. 
' Mr. Smrrn. That is correct. 

We support the position of the American Farm Bureau, as pre- 
sented to you by Mr. Charles B. Shuman. This is the definite posi- 
tion of the Arkansas Rice Growers Cooperative, developed at a meet- 
ing at Brinkley, Ark., and at subsequent meetings. 

The matter of taxation of cooperatives is of vital interest to farmers 
of the Nation, and certainly Arkansas is no exception. There are ap- 
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proximately 200 Arkansas cooperatives rendering services to farmers 
in many fields. 

It is not the desire or intent of any true cooperative to escape its 
fair share of the enormous tax burden, but it is the position of the 
members of Farm Bureau and the Arkansas Rice Growers that savings 
be taxed only once, either to the patron as cash or some evidence of in 
debtedness or a combination of both, or to the cooperative if not tax- 
able to the patron. 

As nearly as we can determine, the question is the tax treatment of 
various kinds of evidence of indebtedness. 

On this point our investigation reveals that a big percentage of our 
membership, in Arkansas Rice Growers, have been and are now de 
claring these as though they were cash items in their gross income. 
We want a clear determination by law that this be done. 

It is our belief that to attempt to set interest rates and dates of pay- 
ment by law is unfair and unworkable, and probably would result in 
the destruction of many useful cooperatives: further, that such de 
termination can only be made by the cooperative that issues such evi- 
dences of indebtedness. Nor do we believe that withholding taxes of 
any type of certificates of indebtedness or equities would be anything 
but. confusing, necessitating needless claims and adjustments. 

Gentlemen, let me say that to go further than Mr. Shuman has set 
forth will be punitive, and to do less is not a fair solution to equitable 
tax distribution. 

Mr. Chairman, if there are any questions that you would like to 
raise as to any points that I have not touched on, I would be happy to 
attempt to answer them. 

The Cuairman. Mr. Smith, we thank you, sir, for making your 
statement. 

I wonder, Mr. Shuman, if Mr. Mathias or Mr. Bovold would like to 
add anything to the discussion ¢ 

Mr. Suuman. Mr. Chairman, I would like to ask Mr. Arnold Bo 
vold, the vice president of the Wisconsin Farm Bureau, if he would 
care to make a supplemental statement. 


STATEMENT OF ARNOLD BOVOLD, VICE PRESIDENT, WISCONSIN 
FARM BUREAU 


Mr. Bovoitp. Thanks, Mr. Shuman. 

Members of the committee, as vice president of the Wisconsin Farm 
Bureau and its affiliated cooperatives, we, too, will strongly support 
the statements and testimony given here by our national president of 
the American Farm Bureau, Charles Shuman. 

I further would like to express an opinion or two as a member of 
four local cooperatives that affect us in our daily living and our at 
tempts at making a living asa farmer, and they are: 

First, that I believe Congress should approach this problem of « 
operative taxes on the basis of actually what is best for the seen 
member, because by doing this they will also be doing what is best 
for the cooperative in the long run. 

The second point I would like to stress would be that in Mr. Shu- 
man’s remarks he mentioned the legal quality of the paper, I O U’s 
that. we as members have been receiving, and it can’t be expected of 
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a farmer to enter these and pay tax on them unless they are of such 
legal quality as mentioned in the testimony which we just heard. 

‘T think if the C ongress does this and takes these things into con- 
sideration, we will have a co- op tax law that will stand the test of 
time and will be best for the member, the cooperative, and for our 
country. 

Thank you. 

The Cuairman. Thank you, Mr. Bovold. 

Mr. Suuman. Mr. Chairman, I would like to ask Mr. Paul E. 
Mathias, the legal counsel for the Illinois Agricultural Association, 
to make a supplemental statement. 

The Cuarrman. Mr. Mathias, you are recognized. 


STATEMENT OF PAUL E. MATHIAS, GENERAL COUNSEL FOR 
ILLINOIS AGRICULTURAL ASSOCIATION 


Mr. Marutas. Mr. Chairman and members of the committee, I am 
Paul Mathias and I have my office at 45 East Olio Street in Chicago. 
I am general counsel of the Illinois Agricultural Association, which, 
as Mr. Shuman has said, is the State Farm Bureau organization in 
Illinois. We, too, support the position stated by Mr. Shuman as pres- 
ident of the American Farm Bureau Federation. 

In Illinois we have a number of cooperative organizations afliliated 
with the State Farm Bureau organization. 

We also have a number which I happen to represent that are not 
afliliated. They run the gamut from very small cooperatives to some 
that are fairly large and do a substantial amount of business. 

I am talking primarily of farmer cooperatives. I am not talking 
for the consumer group as such. These are farmer cooperatives hav- 
ing farmers as members. A few of them are statewide. Many of 
them operate on a county basis and some of them on a smaller com- 
munity or marketing center basis. Practically all of them, with very 
few exceptions, are organized under the Cooperative Agricultural 
Marketing Act of Illinois. 

In the ones that are closely affiliated with the Farm Bureau, we do 
not treat all patrons alike. Patronage refunds are paid only to Farm 
Bureau members and therefore we do not have exemption under the 
present law and are tax- paying corporations. In others that are not 
affiliated with the Farm Bureau, they do have the exemption. 

I think all of them would agree that there should be a single Fed- 
eral tax applicable to the cooperative organizations. Most of ours 
are organized on a capital stock basis. They make their refunds in 

cash for, oh, 50 percent of them at least, and many others are using 
paper of various types. It may be capital stock; it may bea subordi- 
nated issue, and in some of them it is merely a notice of allocation. 

When you get out on the local level as far as the individual farmer 
is concerned, there is confusion as to the manner in which these re- 
funds are to be treated. There is no difficulty, of course, with respect 
to cash, or if the farmer gets capital stock upon which he can obtain 
cash if he needs it, he ordinarily will report that and pay the tax 
in the year in which he got it. 

If bb obtains merely an allocation, a notice that his equity in the 
cooperative that year is so much, he is ordinarily on a cash basis, and 
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the majority of farmers report it on a cash basis and it is not treated 
as cash, but he is concerned as to whether or not there is a market and 
whether he can get his money out of that paper in the event he 
needs it. 

A number of our cooperatives attempt to maintain a market for 
him. They will redeem the paper or pay it out in cash, nearly always 
in the event of death and some of them in the event of hardship cases, 
and some of these just upon request. 

The cooperatives, of course, are faced with the necessity of raising 
capital and they cannot go to the ordinary market. They have diffi- 
culty selling their paper to the investors. The patron ordinarily 
must finance the cooperative, and therefore this is very important to 
the cooperatives. They are concerned with this so-called 75-day rule 
and the amount of time that they have in which to make these allo- 
cations and payments. 

The exempt cooperatives now have 814 months because they have 
that much time to file their returns. 

As you gentlemen know, the taxpaying cooperatives, as of Janu- 
ary 1, are required to file within the (5-day period and it is almost 
impossible to have the audit completed and to do the necessary book- 
keeping in order to make the allocations within that time, and they 
do need additional time. 

The CuarrMan. Does that conclude your statement / 

Mr. Marutas. Yes, sir. 

The CHarrMan. Do you have anything, Mr. Shuman, to add? 

Mr. Suuman. Thank you, Mr. Chairman. We will be very glad to 
answer questions. 

We have not submitted specific suggestions for the drafting of legis- 
lation or the wording of legislation, but we do have legal talent that 
we would be glad to offer to the committee if we can be of any assist- 
ance in putting into words the suggestions we have made. 

Mr. Allen Lauterbach is our general counsel and Mr. Hugh Hall 
and Mr. Robert Farrington are on our staff to be of assistance, and 
then, of course, we have the State organizations such as Illinois with 
their general counsel, Mr. Mathias. 

We would be glad to help in any way we can and also glad to try 
to answer questions at this time. 

The Cuairman. Mr. Shuman and gentlemen, we appreciate the 
suggestions you have made to the committee for dealing with this 
matter. I am sure that the members will join me in congratulating 
you on your statements and the presentation of your thoughts. 

I am sure that in our consideration of solutions, your suggestions 
will be helpful to us and if we need to get further information, we 
will not hesitate to contact those mentioned by you. 

Are there any questions? Mr. Mason. 

Mr. Mason. Mr. Shuman, I have known of your organization for 
a long, long time when Earl Smith was its president in Illinois. 

As I get your arguments, you say the Farm Bureau is perfectly 
willing to pay a single tax upon the profits that are made either in 
the hands of the patron or in the hands of the co-op. I think that is 
fair and proper. 

Of course, you know my bill would put you all on the same basis as 
corporations. They pay a double tax. I wish we could get the 
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corporations off the double tax standard and on the single tax. Then 
I think your proposition would be entirely fair and proper. 

I would like, if possible, to have you or Mr. Mathias submit to me 
in concrete form your proposal for a bill that we could probably use 
in solving this problem that has been so long unsolved. 

That isall, Mr. Chairman. 

Mr. SHuman. Thank you, Mr. Mason. 

We will be glad to work with the committee and members of the 
committee in preparing wording in any way we can. We take the 
position that two injustices do not make a right, and that is why we 
take the position that the double taxation on the stock dividends of 
corporations should be removed and the cooperative dividends subject 
to one tax. ; 

The CuHairman. Mr. Harrison. 

Mr. Harrison. Mr. Shuman, I came from Virginia, and Mr. Metcalf 
came from Montana, and Mr. Ikard came from Texas, way down here 
at the bottom of the committee. We noticed that when you went to 
select from State associations the three that you decided knew more 
about this subject than any others happen to be from Arkansas, 
I}linois, and Wisconsin. I assume that is mere coincidence. 

Mr. Suuman. That’s right. 

Mr. Mason. That is the heart of America. 

Mr. Harrtson. It is rather coincidental. It is somewhat the heart 
of this committee, too. 

Mr. Suuman. Mr. Harrison, we wish that we had the necessary 
finances and the time of the folks to have brought one from each of 
the States, which we well could have, and so I apologize to the other 
members of the committee that we didn’t have someone from their 
States. We will try to do better next time. 

Mr. Harrison. Mr. Shuman, would you gentlemen recommend any 
distinction in the tax treatment between the purchasing agricultural 
cooperative and the marketing agricultural cooperative ? 

Mr. Suuman. No, sir; we would treat both of them the same. 

Mr. Harrison. It has been contended that in selling the farmers’ 
products, bringing revenue into the community through organized 
sales, the marketing cooperative is not in competition with other 
taxpaying business and, therefore, that the same rules or reasons for 
a change in the law do not apply, but you do not agree with that? 

Mr. Suuman. No. 

Mr. Harrison. Would you make any distinction in the tax treat- 
ment, as is done in the case of some insurance companies, of the 
smaller cooperative ¢ 

Mr. Suuman. We have not discussed this idea, but we do not at 
this time recommend that there be any difference. 

Mr. Harrison. They should all be treated alike? 

Mr. Suuman. Yes, sir. 

Mr. Harrison. Thank you. 

That is all I have. 

The Cuarrman. Mr: Byrnes will inquire. 

Mr. Byrnes. Mr. Shuman, I think we all appreciate the testimony 
that you and your colleagues presented. You start out with the 
premise, I gather, No. 1, there should be one tax, but that wherever 
that applies it should be a tax on something of value, that it really 
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subscribe to the idea that we just impute a value to an allocation and 

say, well, we are going to tax you because we are going to impute 
to this instrument or to this bookkeeping that you have received 
something. 

Mr. Suuman. That is correct. 

Mr. Byrnes. I am greatly concerned that we should ask John Jones, 
the patron, to pay 20 percent income tax or more on a $200 book 
allocation. He does not have the $200 and he does not have the $40 to 
pay the tax that Uncle Sam is going to ask him for. 

Mr. Suuman. I should say this and emphasize it: That we are a 
membership organization first and the organization with cooperative 
afliliates second, and the interest of the member patron, while in most 
cases it coincides with that of the cooperative cooperation, in this area 
which you are discussing they are not the same and I do not believe 
that farmers will willingly pay income taxes on the basis of notifica- 
tion that they may some day receive some money. 

If the cooperatives’ history of performance is such as to justify 
their confidence, I think they may in many cases, but we don’t believe 
that it is fair to expect farmers to pay income taxes on pieces of paper 
which have little, if any, real value. 

Mr. Byrnes. I know I would hate to pay taxes on expectancy. I 
think that is human nature. I suspect that the farmers are no differ- 
ent from anybody else. 

You base your recommendation on the question of legal quality. 
I am wondering if there has been any discussion among yoursel ves 
and your attorneys as to what you would consider to be the minimum 
characteristics which would give an instrument or an obligation legal 
quality ¢ 

Mr. Suuman. We have discussed it a great deal and we recognize 
there are many factors. 

Yesterday afternoon we jotted down 8 or 10 factors which would 
come into consideration, such as its redemption or salability, whether 
or not it carried an interest obligation, the financial condition of the 
cooperative, the management, the past history, whether or not there 
was a market, either one that was public or one that was provided by 
the cooperative, and so we have not attempted to define, but we recog- 
nize that there are many factors that must be taken into consideration 
and would need to be analyzed and a formula perhaps, or some type of 
criterion, developed by the Internal Revenue Service or in the legis- 
lation. 

Mr. Byrnes. On the bottom of page 6 of your statement you give an 
example. 

I gather what you are suggesting there is that if the paper or evi- 
dence of the allocation is subject to being turned in for cash within a 
certain period of time, the option to surrender it for cash would give 
that allocation a legal ‘quality and there would be no question in that 

case but what the farmer had received something of legal quality. 
There would be every legitimate reason to tax it as income to him. 

Would you go to the extent. of saying that a condition of the alloca- 
tion would be that it would be subject to this option within a given 


period of time and that anything else that may be involved you w vould 
not have to consider ? 


should be income to the person that is taxed, and I gather you do not 
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Mr. Snuman. No; we only intended this to be an example which we 
didn’t think anybody could challenge successfully as being one that 
would meet the description that we have put in here. We would not 
be prepared to say that if these obligations or these commitments by 
the cooperative didn’t meet this kind of a test, they wouldn’t have 
legal quality of the kind that we are talking about. 

We think there are other ways, other than by having a relatively 
short period of redemption, to provide this. A debenture which had 
a longer period and had the necessary financial backing to cause most 
anyone to recognize that it had value wouldn’t be subject to being 
cashed in within 90 d: ays, or even within a longer period, but would 
still, we think, meet these descriptions. 

Mr. Byrnes. I think what the committee is going to have to wrestle 
with if you take this line of approach is what are the minimum char- 
acteristics. I think we get into difficulty if we leave it up to the 
Treasury by their rulings to determine what are the minimum char- 
acteristics, and then force a lot of litigation. You recognize, and I 
think we would recognize, that the ultimate judge in these things must 
be the courts in the interpretation and, therefore, at least as far as one 
member of the committee is concerned, 1 would like to take the ap- 
proach, that we do it in such a way that will avoid a lot of litigation. 
[f we have a situation that encourages litigation, not only is the indi- 
vidual farmer in an uncertain position, but so is the cooperative, 
because it is a question of whether it was entitled to deduct this dis- 
tribution in determining its final taxpayment. 

Mr. Suuman. | think we are fortunate in that we have a number of 
court opinions which bear on this matter and do make some sug- 
gestions. 

Furthermore, we are fortunate in this whole area of cooperatives 
and their tax problems in having a large number of men who are quali- 
fied and who have had legal experience and know a great deal about 
these problems, and I think if the committee decides to go this route 
that there will be a lot of suggestions as to the limits, and we would 
certainly want to make suggestions further if you decide to go this 
route. 

Mr. Mathias might have an additional comment. 

Mr. Byrnes. Yes, Mr. Mathias. 

Mr. Maruias. I was not in the meeting yesterday afternoon, but 
just as a practical matter a number of our cooperatives have been 
paying dividends in part at least in capital stock. The dividend rate 
will vary, but it is 4 or 5 percent, and we have taken just a litle bit 
different tack. 

We have said that we would redeem the stock after 90 days. They 
can bring it in any time after 90 days. We have found in that sort 
of a situation that the stock stays out there, but if you would say 
that you will pay it the day they receive it, the particular day it is 
received, some of them would rather have the cash than the stock, hr 
after 90 days it stays out there; they get the dividend the next ye 
and they think it is a pretty good investment. We have tiated 
to maintain a market for that stock. 

We keep a list of the people that are wanting to buy it, and even 
with Government bonds up where you can get almost. 5 percent on 
them we find we still have a list of them in the local organizations that 
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will take that stock. We have been able to maintain a market on it, 
but I think there are a number of criteria that can be used. 

Mr. Byrnes. I gather that you are not suggesting, though, that this 
redemption aspect would be a key factor and that we might seize upon 
that as the method. 

Mr. Maruias. No; I am not. 

Mr. Byrnes. I am intrigued, frankly, though, with the idea that 
that might be a criterion that would not lead to too much difficulty. 

Mr. Maruias. That is one that is financed on a capital stock basis. 
You get over where they are on a revolving fund basis and, of course, 
they are going to have a much longer base. It is a pretty good busi- 
ness that can make 10 percent a year, for instance, and if they are 
financed on a revolving fund basis, they are going to need a substan- 
tial base there. 

Mr. Suuman. We think this is one of the criteria that can be devel- 
oped. There probably should be some others. 

Mr. Byrnes. Thank you. 

The Cuatrman. Are there any further questions ? 

Mr. Baker. 

Mr. Baxer. I do not quite see why that should not be the sole cri- 
terion ; that is, that you issue a piece of paper and within a reasonable 
period of time, say a year or some other time, you can get your money ; 
if you do not want your money, then a proportionate ownership of 
capital. 

That is your proposal, I think, is it not? 

Mr. Suvman. This is one of the examples we used. 

I can think of other ways which should be practically comparable, 
as far as the legal quality of the paper is concerned, and, for instance, 
the type of debenture which is equivalent, perhaps, to a promissory 
note, where the board of directors maintained a revolving fund for the 
cashing of these certificates, or where they had a definite interest obli- 
gation or maturity date. 

Some of these things would certainly stand up as having legal 
quality. 

Mr. Baxer. Under the example that you proposed of cash option 
within a certain period of time, if that option is not exercised, if he 
does not elect to take cash, then does a debtor-creditor relationship 
immediately arise, or is he an owner of that proportion of the capital ? 

Mr. Suuman. It would depend, wouldn’t it, Mr. Mathias, on 
whether or not this would have been a debenture-type note or whether 
it was a share of stock ? 

Mr. Matuias. That is right. 

If stock is issued, of course, stock is not redeemable. 

Mr. Baxer. I meant first to limit it to Mr. Shuman’s suggestion 
of the cash option. If he does not exercise that option to take the 
cash, then what does he do? Does he become a debtor or an owner 
of that portion of capital ? 

Mr. Martnias. There is a slight variation, of course. 

They might issue a debenture note. In that event, it would be a 
debtor-creditor relationship. If it is an issue of capital stock, then 
he is a stockholder. 
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Mr. Baxer. Of course, the clearest way to do it would be if he does 
not accept the money, then the status of debtor-creditor arises. I 
mean nobody could mistake the operation of that; could they? 

Mr. Marutas. But from the operating standpoint the cooperative 
is going to take these funds and they are invested in facilities, and 
the cooperative cannot, as any other business cannot, cash out all of 
the obligation at any one time. 

Mr. Baker. Well, you could put a time limit on the debenture and 
say he has the right to take his cash within a certain period of time, 
say, 8 months, 12 months; but if he did not, then he has a 5-year deben- 
ture. That would get away from your problem of being able to retain 
capital. 

Mr. Suuman. This would be one way. 

Certainly you could give—and I think some cooperatives perhaps 
do give—the option of whether it is stock or debenture. 

Mr. Baker. That.is what that would amount to. 

Of course, the debenture should provide interest. It just seems 
like that is the simplest way. Whether that should be all inclusive, 
as Mr. Byrnes suggests, I do not know; but you do not think it would 
do just to make that the sole criterion ? 

Mr. SHuMAN. No; we think that there should be other criteria. 

Mr. Baxer. And as for those others, you will have specific sug- 
gestions in response to Mr. Mason’s request ? 

Mr. Suuman. Yes, we will be glad to. 

Mr. Baker. Setting out specifically these other alternatives? 

Mr. Suuman. Yes, we would be glad to make suggestions to the 
committee. 

Mr. Baker. That is all. 

The Cuatrman. Are there any further questions? 

Mr. Shuman, just for the benefit of the record, what you gentle- 
men have suggested as a possible means of dealing with this problem 
would not be accomplished, I presume, by the Congress enacting the 
proposal that has been suggested by the Treasury Department ? 

Mr. Suuman. No, I don’t think so. 

That reminds me that we have analyzed, just a sentence analysis, 
three or four of the bills that are before you. If the cemmittee would 
desire, I would like to ask Mr. Farrington to just give a capsule of 
our position on these three or four bills. 

The Cuarrman. I think it would be helpful to the committee, cer- 
tainly to me. 

Mr. Maruras. While he is coming, I would like to comment on the 
limitation of time, if I may. 

The Cuarrman. All right, Mr. Mathias. 

Mr. Marutas. While we happen to be using for the most part capi- 
tal stock in our financing, many cooperatives do not. We have some 
that do not and obviously they cannot be expected to liquidate and 
pay out their capital within the short period that is fixed in the 
Treasury proposal. 

The Cuarrman. Mr. Farrington. 

Will you give us your full name, please ? 

Mr. Farrtneron. My name is Robert L, Farrington. 

The Cuarmman. All right, sir. 
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STATEMENT OF ROBERT L. FARRINGTON, CONSULTANT, AMERICAN 
FARM BUREAU 


Mr. Farrinetron. I believe there are three bills presently before 
your committee. The first one is H.R. 7875, which was introduced 
June 19, 1959, by the late Congressman Simpson, of Pennsylvania. 
1 believe it is commonly known as the Treasury bill. 

That would permit cooperatives to deduct from gross income 
amounts allocated to patrons if paid in cash or in the form of a docu- 
ment which contains an unconditional promise by the cooperative to 
pay interest on the face amount of the document at not less than 4 
percent per annum and pay the face amount plus interest within 
3 years after the close of the taxable year. 

The second bill is by Congressman Mason, of Illinois, and briefly, 
I believe that would repeal “the provisions of the law granting tax 
advantages to cooperative associations and certain other cooperatives, 
but it would not affect the status of mutual insurance companies or 
certain other exempt institutions. 

Mr. Mason. May I interject to say I have other bills covering the 
others. 

Mr. Farrineton. I see. 

The third one is H.R. 3848, introduced February 2, 1959, by Con- 
gressman Davis of Tennessee. 

The cooperative would have to pay the tax on all the earnings, but 
the member would get credit for the amount of the tax paid by the 
cooperative against his own tax if he also included in his own income 
the amount which the association had paid as taxes on his patronage. 

Those are the three bills that I have found, Mr. Chairman. 

Mr. Suman. In answer to your question, we feel that our sug- 
gestions are somewhat different and not entirely in conflict with some 
of the ideas in these bills, but enough difference that we can’t fully 
support these bills and support our own position. 

The Cuatrman. Are there any other questions ? 

Mr. Auger. Mr. Chairman. 

The Cuarrman. Mr. Alger. 

Mr. Acer. Relative to the statement you just made, wherein lies 
the difference, as you see it, between that taxation where the coopera- 
tive, in paying to its patron would not then be subject to tax for that 
amount paid to the patron, and the Davis provision where there is a 
tax credit ? 

Are we not saying the same thing in just two different ways, or am 
I missing something ? 

Mr. SHuman. Would you want to comment on that ? 

Mr. FarrincrTon. No, sir; we are not saying the same thing, sir. 

In the case of the Davis bill, as I understand it, the cooperative will 
pay $60, which would be the tax on the members’ portion of the pa- 
tronage. The member would take that $60 into his income and then 
would be allowed a credit of $60 against his own tax. 

The proposals of the American Farm Bureau are quite different 
from that, sir. 

Mr. Arcer. The thing that puzzles me is, it sounds like we are mak- 
ing double entries that are not necessary under the Davis plan. Once 
it is paid and twice it is reported. 
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Mr. Suuman. That is our objection to the deduction type of thing. 

Mr. Aucer. Then you favor the other plan, which is what you pre- 
sented, of course, this morning? 

Mr. Suuman. Yes. 

Mr. Auger. Thank you, Mr. Chairman. 

The Cuamaan. Are there : any further questions? 

Mr. Suuman. Thank you very much. 

The Cuamman. Gentlemen, we thank you again for coming to the 
committee and bringing to us ’ this discussion of this problem. 

Thank you very much. 

Mr. Suuman. Thank you. 

The Cuairman. Our next witness is Mr. Giebink. 

Mr. Giebink, if I am not pronouncing your name correctly, please 
correct me. 


STATEMENT OF GILBERT G. GIEBINK, CHAIRMAN, SUBCOMMITTEE 
ON TAXATION OF COOPERATIVES, ACCOMPANIED BY ALAN M. 
NEDRY, ASSISTANT COUNSEL, NATIONAL ASSOCIATION OF MANU- 
FACTURERS 


Mr. Grestnk. You are pronouncing it correctly. 

My name is Gilbert G. Giebink, and I am treasurer of F. H. Peavey 
& Co. of Minneapolis, Minn. We are engaged in the grain and feed 
business. 

I appear here today on behalf of the National Association of Manu- 
facturers in my capacity as chairman of its taxation committee’s 
subcommittee on taxation of cooperatives. We appreciate the op- 
portunity to present our views in these hearings. 

I am accompanied by Mr. Alan Nedry, assistant counsel of the Na- 
tional Association of Manufacturers. 

The Cuamman. Weare glad to have you with us. 

Mr. Nepry. Good morning, Mr. Chairman. 

Mr. Gieprnk. We have submitted a statement to the committee and 
ask that it be made a part of these hearings. 

The Cuarrman. All right, sir. 

Without objection, the entire statement will be included in the 
record. 

(Prepared statement of Mr. Giebink follows :) 


STATEMENT OF GILBERT G. GIEBINK ON BEHALF OF THE NATIONAL ASSOCIATION OF 
MANUFACTURERS ON TAX TREATMENT OF COOPERATIVES 


My name is Gilbert G. Giebink and I am treasurer of F. H. Peavey & Co. of 
Minneapolis, Minn. We are engaged in the grain and feed business. I appear 
here today on behalf of the National Association of Manufacturers in my ca- 
pacity as chairman of its taxation committee’s subcommittee on taxation of 
cooperatives. We appreciate the opportunity to present our views in these 
hearings. 

The NAM is a voluntary membership corporation made up of about 20,000 
manufacturing concerns of all types and sizes throughout the United States. 
In this regard we believe it is important to point out that more than 80 percent 
of our members are small business concerns, as that term is generally under- 
stood. In fact, 28 percent of the members of the NAM employ 50 or fewer per- 
sons, 46.5 percent employ 100 or less, and 83 percent have 500 or fewer em- 
ployees. These figures are significant since the principal impact of the tax 
problem under study by this committee falls largely upon small and medium 
sized concerns engaged in businesses which compete with cooperatives. 
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BACKGROUND OF PROBLEM 


The undertaxation of cooperative income has become a major problem during 
recent years. This is true because— 

1. Cooperatives have grown substantially in the farmers’ marketing and supply 
field and in recent years have expanded their operations into many new lines of 
activity. 

2. Income tax rates upon corporations are materially higher than in preceding 
periods. The top corporate rate of 52 percent is 37 percent higher than the 
38 percent top rate in effect between World War II and the Korean war. 

3. The high income tax rates result in a decided competitive advantage for 
cooperatives, both in regard to growth capital and current price competition. 

It is the position of the National Association of Manufacturers that taxation 
should be fair and equal between competitive enterprises. Consistent with this 
position, we urge that this committee and the Congress take immediate steps to 
moderate the tax advantage which cooperatives now enjoy. 

The legal and economic facts relating to taxation of cooperatives have been 
well stated during the present hearings and on numerous previous occasions 
before this committee. 

In view of this record, I will only briefly review the nature of the problem, 
placing major emphasis on a realistic and workable solution. 

First, let us place the entire problem in perspective. As Chief Justice Marshall 
pointed out many years ago, “the power to tax involves the power to destroy.” 
He might also have said, and certainly did imply, that the power to tax inequi- 
tably also has the power to destroy. 

It appears to us that your committee and Congress is interested in the coopera- 
tive tax problem for two basic reasons: 

1. Businesses, such as the one in which I am employed, know that cooperative 
eorporations with which they are competing have competitive advantage as a 
result of the tax advantage they enjoy. Cooperative spokesmen allege, on the 
other hand, that there is no tax advantage and that almost anyone can enjoy 
Similar tax treatment. The facts are, however, that cooperative corporations by 
their own admission pay little in the way of income taxes while their business 
competitors pay the statutory rates on total earnings. 

2. Since cooperative corporations pay only nominal Federal income taxes, im- 
position of a tax will produce revenue for the Government. Thus, any proposal 
to correct the existing situation must be appraised in the light of these reasons 
and must, to the extent possible, correct the tax induced competitive inequality 
and produce revenue as well. 

The main point we want to make is that cooperative corporations are business 
enterprises just like their noncooperative competitors, that as such they are 
organized and operate subject to generally the same laws as apply to their com- 
petitors and, finally, that they enjoy the same rights and privileges as do other 
corporate citizens of the United States. These rights and privileges and the 
Government services which are demanded and received, cost money. A large 
part of this money is furnished by the Federal income tax but cooperative corpor- 
ations, although a large and important part of the business community, make 
only a nominal contribution to the corporate income tax and, hence, to the cost 
of our Federal Government. This fundamental fact has been obscured by endless 
expeditions into the realm of economic and legal technicalities affecting the tax 
status of cooperative earnings. 

The time has come when Congress must look to the main target—not the many 
byways and diversionary routes—and take steps to moderate the situation. 

The simple and complete approach would be for Congress to say that income 
realized by cooperative corporations from business operations should be subject 
to the income tax as are other corporations. The committee panel discussions 
held last December indicated quite clearly that Congress has the power to fully 
tax cooperative earnings. This power extends to the patronage dividends paid 
to members and patrons. It would be reasonable to extend to such patrons the 
same treatment as that accorded stockholders of any corporation. 

Despite this evident power of Congress to impose equal taxes on cooperative 
corporatins, we recognize that a more moderate solution of the problem may be 
in order at this time because— 

First, opponents of fair cooperative taxation will raise the age-old issue that 
cooperatives do not have taxable income because of the long-standing treatment 
of patronage distribution which permits these to be excluded from gross income. 
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Second, equal taxation of cooperative earnings would impose a double tax on 
such earnings. As long as the earnings of noncooperative corporations are sub- 
jected to double taxation, there is little reason why cooperative earnings should 
not be treated in the same manner. However, double taxation is wrong as 
regards regular corporations, and we hesitate at this time to suggest this kind 
of extreme taxation of cooperative earnings. 

Finally, the political problem seems to have been exaggerated. Farmer coop- 
eratives and their members constitute a large, vocal and vigorous minority group. 
There are however, only about 10,000 farmer cooperative corporations as com- 
pared with almost 900,000 noncooperative taxpaying corporations. The esti- 
mated 5 million farmer cooperative members compare with about 60 million 
persons who file individual income tax returns. All of this would seem to indi- 
eate that the weight of numbers is on the side of those who seek some taxation 
of cooperative earnings. 

In 1951 Congress amended the law applicable to taxation of cooperative earn- 
ings, the purpose of this action being stated by the Senate Finance Committee as 
follows: 

“As a result of this action, all earnings or net margins of cooperatives will 
be taxable either to the cooperative, its patrons or its stockholders with the 
exception of amounts which are paid or allocated to patrons on the basis of 
purchases of personal, rather than business, expense items. * * *” 

The amendment was intended to provide for the taxation of all the net 
margins or profits of a cooperative either to the cooperative corporation itself 
or to the patron. We are all familiar with developments since that time and 
the tax loophole which exists as the result of judicial construction.’ 


SUGGESTED SOLUTION 


It is the position of our association that the problem be dealt with immedi- 
ately by providing that cooperative corporations shall be subject to the statutory 
income tax upon all earnings not actually distributed in cash to patrons. 

Our proposal differs from that made by the Treasury Department in its 
communication to the Ways and Means Committee dated January 19, 1959, the 
substance of which is incorporated in H.R. 7875, now before the committee. The 
main difference is that we proposed no deduction for so-called qualified patron- 
age certificates. In this connection, we share the view of Mr. Wilfrid E. Rum- 
ble, counsel for several farmer cooperatives, who in his panel appearance before 
your committee in December, said: 

“I can see no reason why under any circumstances the net margins of a 
cooperative should be completely exempt from tax for a 3-year period or any 
other period. My opinion today is as before stated; i.e., the net earnings of a 
cooperative should be taxed once. * * *” 

We see no reason to argue with Mr Rumble, who in previous years has so ably 
presented the cooperative point of view. 

In connection with our proposal, we call your attention to another qualification 
which we believe is important. 

We believe that the term “cash” as used in our proposal, must be interpreted 
and defined to mean only those patronage distributions paid in cash as that term 
is commonly understood in commercial usage. Moreover, the distribution must 
be made in such a manner that when received the money is subject to the 
complete dominion and control of the patron-recipient and not subject to any 
pre-existing legal obligation regarding its disposition or reinvestment. This 
is an important qualification in view of the cooperative arguments that the 
“reinvestment theory” would justify the taxation of patronage distribution in 
the hands of the patron and yet permit its immediate reinvestment in the co- 
operative by virtue of an implied agreement arising out of the provisions of 
the cooperative’s bylaws or marketing agreements. The “reinvestment theory” 
has not been accepted by the courts as is borne out by the statement of Judge 
Parker in the Long Poultry Farm case, wherein he noted that economic realities 
not legal formalities, determine tax consequences. 


1 See, Commissioner v. Carpenter, 219 F. 2d 635 (C.A. 5), Caswell’s Estate v. Commis- 
eone, fat Te 2d 693 (C.A. 9), Moe v. Harle, 226 F. 2d 583 (C.A. 9), certiorari denied, 
2 Long Poultry Farms, Inc. v. Commissioner, 249 F. 24 726 (C.A. 4), 1957. 
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Under our proposal, the deduction for a patronage dividend would be per- 
mitted only if it is paid in cash which the patron-recipient can treat as his own 
without regard to voluntary or involuntary commitments which may have been 
made months or years before. 

At this point, it may be well to point out that under our proposal cooperatives 
would still have a decided advantage over regular corporations as regards tax on 
total earnings, and retention of growth capital. 

For example, a regular corporation will pay approximately $500,000 of tax on a 
net income of $1 million. If such a corporation then pays out one-half of its net 
earnings in dividends, it would have approximately $250,000 left as growth 
capital. 

If a cooperative with a similar gross income of $1 million, however, also dis- 
tributed $250,000 to its stockholders or patrons, it would, under our proposal, 
pay tax on only the remaining $750,000, or a tax bill of approximately $375,000. 
It would have, for use as growth capital, earnings after tax of $375,000, or 50 
percent more than its corporate competitor. 

It necessarily results from our proposal that we cannot subscribe to the sug- 
gestion made by cooperative lawyers such as Mr. Rumble who say that a single 
tax liability can be achieved by amending the code to provide that: 

“All earnings of qualified cooperatives should be included in the gross income 
of patrons (except those growing out of purely personal purchases), provided 
they are distributed to patrons pursuant to a preexisting obligation and accepted 
by the patron in satisfaction of that obligation, and that such distributions 
should be considered to have been accepted by patrons in satisfaction of the 
cooperative’s obligation if the articles of incorporation, bylaws, or similar docu- 
ments so provide, or if the cooperative shall have given written notice so pro- 
viding at or prior to the action out of which the refund arises, and thereupon 
to have been invested in the cooperative.” 

We consider Mr. Rumble’s program objectionable for a number of reasons. 

First, and most important, this kind of a proposal will do little to alleviate the 
tax-induced competitive inequality now existing between cooperative and non- 
cooperative corporate competitors. The competitive situation exists at the cor- 
porate level where businesses are competing, not at the patron-customer level. 

Second, from the revenue standpoint, taxation of cooperative earnings in the 
manner proposed by Mr. Rumble would produce relatively insignificant amounts 
of revenue. Patronage dividends are as a general rule paid in rather small 
amounts and, particularly when the distribution is made in paper of one kind 
or another, the receipt of such dividends can be easily overlooked by the recipient. 
The committee is familiar with this problem as it applies to small dividends paid 
by corporations and interest payments by banks, savings and loan associations, 
etc. Wesee no reason to further compound this existing difficulty. 

Third, from an administrative standpoint it also seems much more logical and 
feasible to work with a tax imposed at the corporate level rather than with one 
which would be collectible only from the patron. The Treasury Department 
deals with approximately 10,000 cooperative corporations. If it must collect 
taxes on amounts received by patron recipients, it will have to work with some 
5 million people. This creates a substantial enforcement problem. 

Fourth, there may also be some legal difficulty involved in trying to impose a 
tax upon something which may not be taxable income in the hands of the recip- 
ient. AsI recall, a majority of your December 1959 panel on this subject thought 
so when this question was proposed tothem. We have not tried to appraise the 
constitutional significance of this problem but it does occur to us that much of 
the reinvestment theory is based upon an implied agreement by the patron which 
in many instances is of a completely involuntary nature. 

Finally, it does not seem quite right to us to make a farmer or other patron 
pay a tax out of his own pocket when he gets a noneash dividend over which 
he can exercise no real dominion and control and which he may never receive 
in cash. 

Cooperative spokesmen say that any farmer who does not like this result 
shouldn’t do business with a cooperative. That is easier said than done, for in 
many businesses and in many areas cooperatives exert a monopoly influence and 
a farmer desiring to market his grain, fruits, vegetables or produce has only a 
cooperative outlet. This is particularly true on the West Coast with reference 
to such things as fruits, vegetables, avocadoes, walnuts, etc. Very much the 
same thing is true of dairy products at the first assembly stage in all areas of 











TAX TREATMENT OF EARNINGS OF COOPERATIVES 353 


the country. I am reasonably familiar with the grain and feed business in many 
areas of the country and know that as cooperative grain elevators have expanded 
they have purchased many independently-owned elevators and feed stores. The 
result is that in many markets the farmer now has only a single cooperative 
grain elevator as an outlet for his grain. 

The effect of this monopoly situation is to require a farmer to use a coopera- 
tive if he wishes to stay in farming. Consequently, in my opinion, the farmer 
has little freedom of choice and must in many instances acquiesce to the payment 
of noncash patronage dividends. We wonder if farmers really want Congress 
to use the taxing power to achieve this result. 

For all these reasons we oppose the proposal made by cooperatives to this com- 
mittee that noncash dividends be arbitrarily included in the gross income of 
patrons. 

As previously indicated, we can understand the reluctance of anyone to pay 
more income tax, but we cannot subscribe to the assertion that imposition of the 
kind of tax we propose would be “catastrophic.” So far as operative corpora- 
tions are concerned, that just is not so, and the best evidenee I can point to are 
the literally hundreds of cooperatives who have paid large cash dividends for 
many years and which are still growing and prospering. A good example is the 
Grange League Federation which during its existence has paid in excess of 
$50 million of cash patronage dividends out of total net margins earned of $122 
million. During recent years the cash paid by this cooperative as patronage 
dividends, dividends on capital stock, and Federal income taxes, has constituted 
a large part of net earnings, while this cooperative has grown from a $17 mil- 
lion net worth business in 1945 to a $67 million in 1957. 

Admittedly, the rate of growth of a cooperative corporation is slowed down 
when it must pay a tax upon retained earnings, but isn’t that exactly what the 
other 890,000 corporations have been doing for many, many years? Why should 
a corporation, merely because it is a cooperative, be so favored? It doesn’t 
make sense. 

It has also become popular to allege that cooperatives would be unable to bor- 
row the money they need to conduct their business if they must pay an income 
tax upon retained earnings. I do not believe this conclusion is warranted. 

First, the payment of income taxes on future retained earnings will not 
adversely affect the present financial condition of cooperatives. Consequent- 
ly, they will obtain the full benefit of the tax-favored growth they have achieved 
in recent years. 

Second, cooperatives have available to them sources of credit not available 
to their noncooperative competitors. I refer to the cooperative farm credit 
system which volume 21 of the Agricultural Finance Review reports had a total 
of $3.8 billion of loans outstanding at the end of 1958. Farmers and their 
marketing, purchasing, and business service cooperatives borrowed 3.4 bil- 
lions of dollars in 1958, 20 percent more than in 1957. Furthermore, this busi- 
ness was put on the books at interest rates as low if not lower than those 
available to their noncooperative competitors. 

The two charts appended from the July 1959 Agric ultural Finance Review 
are particularly interesting because not only do they show the great increase 
in loans to farmers’ cooperative organizations but also the range of interest 
rates charged. 

Cooperatives, of course, also have access to commercial banks and other lend- 
ing institutions. To the best of my knowledge there is no discrimination against 
farmers’ cooperatives, as such, and lending policies are determined entirely by 
the financial condition of the applicant for credit. 

Finally, and perhaps most important of all, the cooperatives overlook one 
important fact in talking about the catastrophic effect of a proposal such as 
ours to tax earnings retained by the corporation. There is absolutely nothing 
in our proposal to prevent a patron, whether he is already a member or not, 
from investigating in his cooperative all or a part of the cash he receives. 
The only requirement we would impose is that the cash, when received by the 
patron, must be subject to his dominion and control and he must have entered 
into no prior contractual obligation to reinvest it. 

We are confident that cooperative corporations can afford to pay tax on cash 
actually retained in their businesses and still grow and prosper. We also be- 
lieve that the dictates of commonsense and fairness require that a patron of a 
cooperative be given the opportunity to determine at the time of receipt of 
cash what he wants to do with it. No legal “gun” should be pointed at his 
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head and his investment decision should be based upon good judgment and all 
pertinent facts available at that time. If the patron’s cooperative is doing a 
good job—if it can show a good return on investment, and if it merits the 
patron’s confidence, it can expect reasonable reinvestment of patronage dis- 
tributions. But if it has neglected its fundamental business obligation to per- 
form a real service for its members and patrons, it will probably fail in this 
effort. Those are the conditions under which noncooperative corporations oper- 


ate. The cooperative corporation should not expect to avoid such conditions 
through tax favoritism. 


CONCLUSION 


The proposal we offer is a fair and moderate one. It will subject cooperative 
earnings to tax, but not double taxation as is the situation regarding earnings 
of regular corporations. While it will impose a tax on cash earnings actually 
retained in the c ative businesses, the cooperatives will still have a significant 
advantage over mpeting corporation as regards total tax and the genera- 
tion of growth 5 

The proposal ats@ will give the cooperatives the privilege to participate in 
paying part of the cost of the Government which makes it possible for them 
to exist and which affords them governmental services and protection. 

The cooperative corporation should not expect to make a lesser contribu- 
tion to its Government. 

We urge prompt action by this committee in reporting out legislation for 


consideration by Congress in accord with the facts and principles presented 
in this statement. 


TasLe 1A.—Farmers Union Grain Terminal Association (an income tae exempt 
regional cooperative), earnings and growth, 1950-60 











Cash distribution 
Return on Fe ae 
Year Beginning | Net savings} beginning 
net worth ! for year net worth | Preferred Current 
retired year | Total 
dividend | 

i i it ee maineh $18, 878, 755 | $1,654, 395 8. 76 OUR OFT 1b 5 irecndcie. $524, 977 
io oa on. Sa iihenhbanien oust 20, 008, 173 2, 315, 625 11. 57 | @ EE eee 416, 977 
ee -| 21, 906, 821 2, 353, 538 10. 74 320, 449 $473, 997 794, 446 
ed eee ease nas 23, 465,913 | 2, 269, 045 9. 67 495, 719 453, 809 949, 528 
ti pntiinthinnckbs abuwenkea 24,785,430 | 2, 564, 965 10 35 458, 695 536, 140 1, 024, 835 
9OBB os on nn osc ose cs ceunn--- | SB Oe | SRS 14. 86 475, 066 782, 642 1, 257, 708 
in earn eal 28,981,060 | 3, 200,376 11. 04 510, 222 640, 075 1, 150, 297 
. ar seaccocctusccecncecat SL |). See 11. 66 596, 596 723, 468 1, 320, 064 
icant idaubekehaa 33, 324, 415 3, 449, 513 10. 35 667, 973 689, 902 1, 357, 875 
1959_._.- | 35,416,053 | 3, 850, 086 10. 87 (271, 780) 769, 940 , 160 

1960... bg 54. 2 ee |------------]------------]------------]----+------ 
NU di cickidiialccnnnatdeh deewinmaatane | Oe SE. Bens ccs 4, 224,894 | 5, 069, 973 9, 204, 867 





1 Data shown in bar 1, chart 1. 
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TAX TREATMENT OF EARNINGS OF COOPERATIVES 


CHART |} 
GROWTH IN NET WORTH, 19$0~1960 
FUGTA* VS. NON-COOPERATIVE COMPETITOR 


(IN MILLIONS OF DOLLARS) 
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Taste 2A.—Farmers Union Grain Terminal Association (an income tar exempt 
regional cooperative), estimated earnings and growth, 1960-70 


[Dollar amounts in thousands] 





| | 
} 





| | 
| Return on | Assumed | Estimated 
Beginning | net worth | Netsav- | 20 percent | Estimated | tax on cash 
Year net (average, | ings for | cash | savings | dividend 
worth! | 10 years) | year | dividend | retained at 20 
| | | percent 
Percent | 
1960 $38, 768 ll $4, 264 | $853 | $3, 411 | $171 
1961 42,179 | 11 | 4, 640 928 | 3, 712 | 186 
1962 45, 891 11 5, 048 | 1,010 | 4, 038 | 202 
1963 | 49, 929 11 5, 492 1, 098 4, 394 | 220 
1964 54, 323 11 | », 976 1, 195 4, 781 | 239 
1965 59, 104 IL | 6, 501 | 1, 306 5, 201 260 
1966 64, 305 11 7,073 | 1,415 | 5, 658 283 
1967 69, 963 11 7, 696 1, 539 | 6, 157 308 
1968 76, 120 | 11 | 8, 373 1, 675 | 6, 698 | 335 
1969 82, 818 ll 9, 109 1, 821 7, 288 | 364 
1970 90, 106 | a | < as x 
Total. _ = 64, 172 | 12, 834 51, 338 | 2, 568 





1 Data shown in bar 1, chart 2 


TABLE 2B.—A noncooperative competitor of Fugta—Estimated earnings and 
growth, 1960-70 








Esti- | 
} As- | mated 
Begin- | Return) Net in-| Net in- | Rate of | sumed | | tax to 
ning | onnet | come |Income; come | return} divi- Earn- | stock- | Total 
Year net worth | before jtaxat55| after | after | dend | ingsre-| holder | income 
worth!) (chart tax percent) income| tax at 30 | tained jon divi- tax 
Cc) 4 tax |percent| dend at} 
| | | } | 20 per- | 
} cent 
' 
| Percent} 
ae $38, 768 11 | $4,264 | $2,345 | $1,919 | $4.95 | $576 | $1,343 $115 $2, 460 
1961 é 40,111 ll 4,412 2, 427 1, 9R5 | 4.95 596 1, 389 119 2, 54 
1962__- 41, 500 ll 4, 5 2,511 | 2,054 | 4.95 | 616 1, 438 123 2, 634 
1963 4 42, 938 ll 4, 72 2,598 | 2,125 4.95 638 | 1,487 | 128 | 2, T2t 
1964____- 44, 425 | 11 | 4,887] 2,688 | 2,199 4.95 660 | 1,539) 132 2, 820 
1965 45, 964 11] 5,056] 2,781} 2,275) 4.95 683 | 1,592 | 137 2 
1966 47, 556 | 11 5, 231 2, 877 2, 354 4.95 | 706 1, 648 141 
1967 49, 204 11 5, 413 2, 977 2, 436 4.95 731 1, 705 14 
1968 ..| 50, 909 | 11 | 5,600} 3,080 | 2,520 4.95 756 1, 764 | 151 3 
1969 ..| 52,673 | 11 | 5,794} 3,187 | 2,607 | 4.95 782 1,825 | 156 
1970 54, 498 per. ee ee ~~ a am 
= an 
Total 49,945 | 27,471 | 22,474 |.....-..| 6,744 | 15, 730 1, 348 28, 819 


i 


1 Data shown in bar 2, chart 2. 
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CHART 2 
PROJECTED GROWTH IN NET WORTH, 1960-1970* 
FUGTA** VS. NON-COOPERATIVE COMPETITOR 


(IN MILLIONS OF DOLLARS) 


| ae 
Non—Cooperative Competitor 


1 
2. 
3. 
4. 
5. 
6 
8 
9 
1 
1 


RR 84.5 


*In the Absence of Change in Relative Tax Status of Cooperatives and Competing Gilbert G. Giebink, Cheirmon 
Corporations. man Subcommittee on Texetion of 
2 U 2-5-6 
**Farmers Union Grain Terminal Ass'n iia 
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TasLE 3A.—A typical Minnesota farmers cooperative grain elevator—10-year 
earnings and growth ; income taa paid only by stockholder 


Total 


Begin- 


ning! net | 


worth 


$100, 000 | 


110, 000 
121, 000 
133, 100 


146, 410 | 
161, 051 | 


177, 156 


194, 872 | 
214, 360 
235, 796 | 


259, 375 | 


Data shown in bar 1, chart 3. 


51696—60-—__24 


Net sav- Return on 


ings for | beginning | 


year } net worth 


6 percent 
cash divi- 
dend paid | 


Retained 
by coop- 
erative 


Income 
tax on 
dividend 
at 20 per- 
cent 





Percent 


16 | 


16 
16 
16 
16 
16 
16 


16 | 


16 





$6, 000 
6, 600 
7, 260 
y 
8, 785 
9, 663 

10, 629 

11, 692 

12, 862 





14, 148 


95, 625 | 


$10, 000 
11, 000 
12, 100 
13, 310 
14, 641 
16, 105 
17, 716 
19, 488 
21, 436 


159, 375 | 





$1, 200 
1, 320 
1, 452 
1, 597 
1, 757 
1, 933 


19, 125 
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CHART 3 


PROJECTED GROWTH IN NET WORTH OVER 10 YEARS 
A TYPICAL MINNESOTA FARMERS COOPERATIVE GRAIN ELEVATOR 


(IN DOLLARS) 


e& When Imcome Tox Paid Only by Stockholder 


Ro If 30% Income Tox Paid by Cooperative 


100,000 
100,000 


110,000 
105,200 


121,000 
110,670 


133,100 
116,425 


146,410 
122,479 


161,051 
128,848 


135,548 


194,872 


214,360 
24 150,012 


235,796 
4 157,812 


259,375 
166,018 
Gilbert G. Giebink, Chairman 


NAM Subcommittee on Toxetion of 
Cooperctives 2-5-60 
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TasLeE 3B.—A typical Minnesota farmers cooperative grain elevator—10-year 
earnings and growth ; income tag paid by corporation and stockholder 


$100,000 
4 105, 200 | 

.}110, 670 
---|116, 425 
-|122, 479 
128, 848 
135, 548 
142, 597 
. O12 





| 
| 
Return 
on net 


| 
| 
| 
| 


| 
sical 


Percent 
16 
16 


se 16 
: 


| worth 


| 
| 


| Net in- | 


come 
| before 
tax 


| 


| 
$16,000 | $ 


| 16, 832 
17,71 
18, 628 
19, 597 
20, 616 


21, 688 | 
22, 816 | 


5 | 24,000 


Net in- 
come 
after 

tax 


sas 


% 





£E59 
Rao 


= 


| 


6 per- 


cent 
cash 


} | 
| 

| 
| 
| Earn- | 
| ines re- 


| 
Esti- 
mated 
tax to 
stock- 


divi- tained | holder 
| dend 
| paid 
| 


| tained 


on div- 
idend 
at 20 

percent 


$1, 200 
1, 262 | 
1, 328 
1, 397 
1, 470 
1, 546 
1, 627 
1,711 

1, 800 | 


MNAA MNO 


“812 | 1,894 | 9, 469 
ize 
| 


15,235 | 76,175 
' 


‘ow 
~ 
to 





Total 194 | 





60, 940 |142, 76, 176 | 


66, 018 | 





! Data shown in bar 2, chart 3. 


TaRLE 4.—Estimate of Federal income tax revenue which may be 


obtained from 
taxation of farmer cooperatives, 1960 


Estimated total net margins of all farm cooperatives in 1954 
(Farmer Cooperative Service General Rept. No. 32, June 1957) _ 
Gross business of all cooperatives: 
1953-54_ 
1956-57 
Increase_ 
Average per year 
Estimated for 1959- -60, 
annual rate of growth _- 
Increase since 1953-54_ 
Percent increase since 1953-54 
Estimated increase in net margins (0.2106 times 


$332, 000, 000 


$12, 193, 000, 000 
$13, 477, 000, 000 
$1, 284, 000, 000 
$428, 000, 000 


assuming same 
$14, 761, 000, 000 
$2, 568, 000, 000 
21. 06 
$332,000,000) _ _ _ 


$70, 000, 000 


$402, | 000, 000 


Total 
stimated total assets of farm cooperatives per 
TRS 1953 Statement of Income, Farmer Co- 
operatives 
Total 


less 


$2, 638, 159, 000 


assets of cooperatives having 

than $500,000 each 

Ratio of these assets to total 

Total assets of cooperatives 
greater than $500,000 each. 

tatio of these assets to total assets 

Estimate net margins of cooperatives 

of less than $500,000 each 
times $402,000,000) 

Tax on above, at 30 percent 

Estimated net mé rein ~ of cooner: ative Ss hs avit 

greater than $500,000 each (0.67 1 
times $402,000,000) 

Tax on above, at 52 percent 


$867, 700, 000 


0. 3289 


assets 
having 


assets 


$1, 770, 459, 000 


0. 6711 


having 
(0.3289 


assets 


18, 000 


9 
$39, 665, 000 


assets 


, 782, 000 
, 287, 000 


Total estimated tax on cooperative corporations_ 952, 000 
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TaBLe 14.—Interest rates charged on new loans by agencies of the Farm Credit 


Administration and by the Farmers Home Administration, Jan. 1, selected 
years, 1950-59 


[Percent] 








1954 1955 1956 1957 | 1958 1959 


Rell 


| 


Agency and type of loan 1950 1952 1953 
} 


ee ine 




















FARM CREDIT ADMINISTRA- 
TION ! 






land banks: National | 
farm loan associations: 





| 

Real estate loans: Federal | | | | 
| | 
| | 






Contract rate. ............| € -05414 -5 14. -6 14 -6 [@ 6.14 -6 | 44-6 | 5-6 15 -5% 
Non-real-estate loans: | | 
Production credit asso- | | 
nets 8S 415-6 | 5 -6%1 5 -68] 5 -6%| 4%-6 |5 -7 15 -7 |5 -8 |5 -7 
Federal intermediate | 
credit banks_______- -| 2 254-234) 258-234] 284-3 | 18%{-2 | 3 -336) 3%{-4%| 444% 3 + 
| 


Bank for cooperatives: 
Loans secured by 
Commodity | | 
Credit Corpora- 
















































tion documents___| 2% 214-2%| 2%-3 | 284-314) 2% 28-3 |.....-.. Die ee eA 
Commodity loans...| 2% | 2'4-2%| 244-3 | 284-34) 2% 23-3 | 34-4 | 44-5 | 344% 
Operating capital | 
WE cccccnceuue | 3 -8i4/ 3 -344! 3 -3i4) 3-314) 3-414) 314-414) 424-54) 34-42; 
Facility loans....... | 4 4 44914 -441 4 -4441 4 -446) 3-44] 332-445! 41¢-5)5| 34-5 
| i | 
FARMERS HOME | | 
ADMINISTRATION | | 
| | 
Real estate loans: | 
Farm ownership ?__._._- 4 4 4 | 4 4% 46 46 419) 414-5 
Farm housing 3_________| 4 4 4 O Fins ict ebee e 3 4 4 | 
Soil and water conser- | 
Sk LS 3 a 3 | 3 414 414 414) 414) 414-5 
Non-real-estate loans: | | | | 
Operating §.___._...-__- 5 5 | 5 5 5 | 5 | 5 | 5 | 4 
Emergency - -_--....-..- | 3 | 3 | 3 3 3 3 3 | 3 3 
Special livestock.._._..- Tas —_— Satta ukle | 5 5 5 | 5 5 5 
Wee ee ee oT 2 6 5 5 5 5 5 Be te a. 
CU os cc crnwelene fe) | 5 5 Oia soiecesas Sins dcestataagmmarenss eae 
Flood damage §________- | i oe a 8 REDS Se PS Bee Es 














1 Rates shown are for continental United States only. 

2 These rates apply to direct loans and to loans made by private lenders and insured by the Government, 
including a 1-percent mortgage insurance charge, through Jan. 1, 1958. The rate for direct loans on Jan. 1, 
1959 is 444 percent. The rate for insured loans made after Dec. 21, 1958 increased to 5 percent including the 
1-percent mortgage insurance charge. 

3 These loans were made from November 1949 through June 30, 1954 and from May 1956 to the present. 

4 Prior to Sept. 17, 1954, these loans were known as water facilities loans. Loans are made to individuals 
and associations. The rate from Jan. 1, 1955 through Jan. 1, 1958 applies to direct and insured loans, includ: 
ing a 1-percent mortgage insurance charge on the insured loans. The rate for direct loans on Jan. 1, 1959 is 
44% percent. The rate for insured loans made after Dec. 21, 1958, increased to 5 percent including the 1-per 
cent mortgage insurance charge. 

5 Prior to the fall of 1956 these loans were known as production and subsistence loans. 

6 The authority for making fur loans expired on June 30, 1968. 

7 These loans were made from July 1950 to June 1954. 

8 These loans were made from July 1948 to June 1950. 
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TABLE 17.—Loans to farmers’ cooperative organizations: Amounts held by selected 
lending agencies, United States, selected years, 1930-59 * 


{In thousands of dollars} 


Agencies supervised by Farm | Rural Electrification 
Credit Administration Administration 
Com- 
| Farmers | modity 
| Home | Credit 
Tele- |Adminis-| Corpora- 


Beginning of year or month | Federal Agricul- 
inter- |Banks for| tural 


mediate | coopera- | Markot- | Electrifica-| phone | tration? tion 
credit y ing Act | tionloans | loans | 
banks revolv- 

ing fund 


26, 073 14, 510 
1, 835 5, 252 20, 547 , 
1,490 4,7 16, 461 232, 086 
2, 152 50, 03% 16, 914 304, 407 
2,000 | 3 222, 12, 5é 328, 235 
2,000 | 3 254, 838 , 351 | 331, 318 

700 | 3 214, 278 | 3, 067 345, 688 |_____ 
2, 042 57, 680 | 2, 69: 391, 137 
4,151 | 3 212, 56 2, 232 | 509, 604 | 
4,000 | 3 , 94: 2, 603 | 709, 428 |_ 
4,709 | 304, 6 , 315 963, 814 | 
2,400 | ; 
3, 233 
4, 000 
2, 000 , 

500 | 372, 1 955, 186 

2, 037, 704 

2, 103, 961 

2, 170, 414 | 











le January...... ae ln ee ee : 2, 256, 018 33, 6 10, o10 | 
July... sdcaceene nee | » 2 Fe eed 2, 293, 393 3, 899 | > bs 
1959: January - cate Sek } 509,829 |-.........| 2,342, 831 | 








| Includes territories and possessions. 
? Also includes loans to defense relocation corporations and water-facility associations and similar loans 
from State corporation trust funds. 

2 Also includes loans and advances under Commodity Credit Corporation programs, except advances 
on wool in which farmers had no beneficial interest. 


Mr. Gresink. I think that I can save some of the committee’s time 
by summarizing the more important points which it contains. Con- 
sequently, I will not read the statement. 

This will also give me an opportunity to discuss with you the charts 
which were submitted along with the statement. I will dispense also 
at this time with the essential facts about the National Association of 
Manufacturers, which are contained in the filed statement. 

I think the important thing is that we have found many of our 
members are v itally concerned with the cooperative tax problem. The 
matter has been before the association for many years and has been 
considered at great length, particularly during recent years. 
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Here, briefly, is the way I would like to diseuss the problem with you. 
I would like to spend just a few minutes on the general background 
and why we think the committee is interested in this matter of co- 
operative taxation. 

Second, 1 would like to state the main proposition about why we 
believe cooperatives should be subjected to the Federal income tax. 

Third, we have a proposal which we think is a moderate approach 
to the problem. 

Fourth, I would like to mention briefly the plan which has been 
presented to you by many of the cooperative spokesmen and tell you 
briefly why it will not work. 

Finally, I would like to show that cooperative corporations can 
continue to live and grow under the tax plan that we suggest. 

Very briefly on the background of this problem, first, we know the 
cooperatives have grown very substantially during the past 20, 25, 
30 years. These are facts well known to the committee and on record. 

Second, you gentlemen, I am sure, also know that income tax rates 
upon corporations have increased substantially during the same period 
of time. 

Third, these high income tax rates have given a decided competitive 
advantage to cooperatives both as regards erowth capital and current 
price compet ition. 

In trying to get the entire problem in the right perspective, I think 
it is important to consider also the reasons why this matter is before 
you. We think there are two basic reasons: 

First, it is because businesses such as the one in which I am employed 
complain that cooperative corporations with which they compete have 
a competitive advantage. In other words, this is the competitive 
reason. 

Second, the matter is before you because taxation of cooperatives 
would in all likelihood produce considerable amounts of revenue for 
the Federal Government. 

The main point we want to make is that cooperative corporations 
are business enterprises just like their noncooperative competitors, 
that as such they are organized and operated subject to generally the 
same laws as apply to their competitors, and finally, th: at they enjoy 
the same rights and privileges as do other corporate citizens of the 
United States. 

These rights and privileges and the Government services which are 
demanded and received by ‘the cooperatives cost money. A large part 
of this money is furnished by the Federal income tax, but cooperative 
corpor ations, although a large and important part of the business com- 
munity, make only a nominal contribution to the corporate income tax 
and hence to the cost of Federal Government. 

We think that these are fundamental facts which, unfortunately, 
have been obscured in the course of recent years by the endless eco- 
nomic and legal technicalities which have been presented to the 
committee. 

There is a relatively simple approach to this whole problem and 
that would be for Congress to say that income realized by coopera- 
tive corporations should be subjected to the same income tax as are 
other corporations. We happen to believe that Congress has the full 
power to tax cooperative corporation earnings. 
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On the other hand, we recognize that under present circumstances 
a moderate solution of the problem may be in order. This is true for 

various reasons mentioned on page 5 of the filed statement. 

After 4 days of hearings, I am sure that you are all familiar with 
the 1951 law, the cases we have interpreted, and I think also that you 
are well aware of the tax loophole which exists under it. 

Our proposal is a relatively simple one. It is the position of our 
association that the problem be dealt with immediately by your com- 
mittee and Congress by providing that cooperative corporations shall 
be subject to the statutory income tax upon all earnings not actually 
distributed in cash to patrons. 

Our proposal differs from that of the Treasury Department in that 
we would permit no deduction for so-called qualified patronage 
certificates. 

I might add that in this connection we fully agree with Mr. Rum- 
ble, who appeared on Monday before the committee and who was here 
at the time of the panel discussions in December and who said that 
cooperative earnings should be taxed in the year in which earned. 

Our proposal has one important qualification and it is most im- 
portant. The term “cash” must be interpreted and defined to mean 
only those patronage distributions paid in cash as that term is com- 
monly understood in commercial usage. 

Moreover, the distribution must. be made in such a manner that 
when received the money is subject to the complete dominion and 
control of the patron recipient and not subject to any preexisting legal 
obligation regarding its disposition or reinvestment. 

In other words, we are talking about cash in the hands of the 
patron, something that he can call his own. We think that this quali- 
fication is particularly important in view of the cooperative reinvest- 
ment theory arguments which have been presented to you at various 
times during the course of the past week. 

We might also point out that the reinvestment theory has not been 
accepted Dy two important circuit courts, and you en note Judge 
Parker’s language in the Long Poultry Farm case in which he 
said that economic realities, not legal Semalitinn determine tax 
consequences, : 

Right at this point I would like to make it very clear that under 
our proposal cooperatives will still have a dee ided advantage over 
noncooperative corporations such as the one in which I am employ ed. 

Very briefly, with respect to the proposal] made by the cooperatives 
as presented by Mr. Rumble early in the week, they have suggested 
that a single tax liability can be obtained by taxing all earnings of 
cooperatives to their patrons whether or not such distributions are 
made in cash, 

We think this proposal is objectionable for these briefly stated 
reasons : 

First, it will not alleviate the tax-induced competitive inequality 
which exists at the corporate level. This is where the competitive 
problem actually is, 

Second, the proposal will not produce very much in the way of 
revenue. 

Third, it certainly creates problems from the administrative stand- 
point. 
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Fourth, we think that there may be a very real legal difficulty in 
trying to impose a tax upon something which may not be taxable 
income in the hands of the recipient. 

Finally, it just doesn’t seem quite right to us to make a farmer or 
a patron pay a tax out of his own pocket when he gets noncash 
dividends. 

It is true that many cooperative spokesmen and lawyers who have 
appeared before you would say that farmers who do not like this 
result just shouldn’t do business with a cooperative. I think that is 
easier said than done in many areas, for in many districts that I know 
and with which I am familiar, farm cooperatives are the only market- 
ing outlet. ‘This means that in such areas a farmer has little freedom 
of choice and must acquiesce in fact to the payment of noncash 
dividends. 

I think it is fair to say also that we can understand the reluctance 
of anyone to pay more income tax. Cooperative corporations and their 
patrons are no exception. But we don’t think imposition of the kind 
of tax we propose would be catastrophic. 

Sure, the rate of growth of corporate corporations will be slowed 
down, but this is a problem which has faced every private corporation 
that I know since the history of the Federal income tax. We don’t 
like it either. 

Now, a few of the reasons why we are not convinced that payment 
of the tax under the proposal we make would be catastrophic: 

We know that many cooperative corporations have for years paid 
cash dividends and in the process have continued to live and grow at 
very fine rates of growth. I have in mind one very large one, the 
Grain League Federation of New York, which, as I recall, in the 
course of the past 20, 25 years has paid approximately 50 percent of 
its earnings in cash dividends. 

I might add, too, that we do not put too much stock in the argument 
that payment of a moderate tax will substantially impair the ability 
of cooperatives to obtain money for growth. 

I might point out that: 

In the first place, the proposal we make will have no effect on pres- 
ent retained earnings which are substantial and which are presently 
included in patrons’ equity in most of the cooperative corporations 
with which we are familiar. 

Second, I think it is also fair to point out that cooperatives do have 
access to substantial sources of credit not available to their noncoop- 
erative competitors; and it is in this connection that I would like to 
call your attention to the two charts from the Agricultural Finance 
Review which are attached to the back of our statement. I might just 
point to one or two figures contained in these charts. 

Table 17 taken from that Finance Review indicates and is titled 
“Toans to Farmers Cooperative Organizations.” I think the second 
column is particularly interesting. It refers to the loans made by 
banks for cooperatives. 

Back in 1940, the banks for cooperatives on January 1 of that year 
were making loans to cooperatives in the total amount of $76 million. 
By the 1st of January 1959, these loans had increased and were out- 
standing in the amount of approximately a half-billion dollars. 
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Incidentally, because the point may very well be raised, the other 
table was inserted merely to show the interest rate structure at which 
those loans are being made. 

I am looking down the column on the left-hand side to “Loans— 
banks for cooperatives, operating capital loans,” which in 1950 were re- 
ported at 3 percent ; and carried over in the 1959 column we are talking 
about, these loans are in a range of 314 to 434 percent, a rate structure 
which is highly favorable by comparison w ith that which must be paid 
by companies such as mine and other companies which are nonco- 
operatively organized. 

I think “perhaps most important of the reasons that we point to is 
the fact that there is absolutely nothing in our proposal to prevent a 
patron, whether he is already a member or not, from investing in his 
cooperative all or part of the cash he receives, 

Let me amplify that point just a little bit. We are confident that 
cooperative corporations can afford to pay a tax on cash actually re- 
tained in their businesses and still grow and prosper. 

We also believe that the dictates of commonsense and fairness re- 
quire that a patron of a cooperative be given the opportunity to 
determine at the time of receipt of cash what he wants to do with it. 

We think that no legal gun should be pointed at his head and his 
investment decision should be based upon good judgment and all 
pertinent facts available at that time. 

I might point out to you that if the patrons’ cooperative is doing 
a good - job, if it can show a good return on investment, if it merits 
the patrons’ confidence, it can expect reasonable reinv estment of pa- 
tronage distributions; but if it has neglected its fundamental business 
obligat ations to perform a real service for its members and patrons—in 
other w ords, if it is not doing the job that it should—it may have some 
real difficulty i in talking these patrons into a reinvestment of that cash, 
and that is properly so. 

Those are the conditions under which noncooperative corporations 
operate. The cooperative corporation should not expect to avoid these 
same conditions through any type of tax advantage. 

Now, in the time that is remaining, I would like to refer to the 
charts which have also been submitted, I believe, to the committee, 
and which we would like to have inserted in the record, together with 
the principal statement filed. 

The CHarmman. Without objection, these charts will appear in the 
record. 

Mr. Ixarp. What are these? 

The CHatrmMan. The charts that accompany the statement. 

Mr. Gresink. The bar charts, with some supplementary tables 
attached. 

I would like to call your attention first to table 1A. This is not 
chart 1; it is the supporting data to chart 1. Table 1A is the result 
of a study of the Farmers Union Grain Terminal Association, an 
important regional grain cooperative in our area. 

Column 1 shows the beginning net worth of approximately $19 mil- 
lion in 1950 and the present net worth of approximately $39 million 
as of the present time. 

What we did then was to take the net savings during this period. 
We computed rates of return on net worth and arrived at the balance 
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of that table. Column 1 is incorporated in chart 1 as the black bar. 

Then, for purposes of comparison, I direct your attention to table 
1B, in which we took a Lrpethebeat business competitor of the Farm- 
ers Union and started them with identically the same net worth and 
used the same rates of return as earned by the cooperative corporation 
during each year of the 10-year period. 

You will note in that chart that we have computed net income in 
the third column; we have computed a corporate income tax which, 
in the course of this period of time, amounted to 55 percent State and 
Federal income tax rates, net income after tax—and in this particular 
case we have assumed a dividends to stockholders of 30 percent, a 
figure, I am quite sure, well below the average of stockholder 
distributions in the country. 

it makes an interesting comparison between a corporation such 
as this, which has during this 10- year period paid substantial income 
taxes, has increased its net worth from roughly $19 million to $26 
million, and the growth in the Farmers Union from $19 million to 
$39 million. 

In looking at these charts last night, I drew a penciled line through 
the end of the bar charts and it is interesting to note the compounding 
effect of retention of these earnings in the business. In other words, 
the further you go ahead, the greater the cumulative effect of the tax 
retained earnings. 

We did what we thought was another interesting thing—and again 
I warn you that this is entirely based upon assumptions. This is a 
hy pothetical situation, but we think it is reasonably correct. That is 
in chart 2 and the supplementary table 2A and 2B. 

We tried to do a little job of projecting two corporations: One of 
them a cooperative corporation on the basis of the Farmers Union 
grain terminal assumption, and alongside of that a taxpaying cor- 
poration. We started them both with a net worth of the Farmers 
Union in 1960 of approximately $39 million. That is the first column 
of table 2A. 

Then we made a projection of that out to 1970, assuming a run on 
net worth before taxes of 11 percent, this being the average return 
on investment during the past 10 years of the Farmers Union Grain 
Terminal operation. This results in an increase of net worth from 
roughly $39 million to approximately $90 million in the 10-year 
period, and incidentally, I might call your attention to the fact that 
in this case we have assumed that the Grain Terminal Association 
would continue to pay a 20-percent cash dividend, so actually this is 
based upon an 80-percent retention, but a tax-free retention under the 
exempt privilege they enjoy. 

By comparison, table 2-B is the same starting net worth of $39 
million and at the end of 10 years they have increased their size to 
$54 million of net worth. 

In the bar charts, in chart 2, and again sometime when you have 
time you might draw a pencil through the ends of those bars and 
again note the-cumulative effect of these earnings retentions, I think 
it is also interesting to note that in the 10-year period we project, 
based upon a tax on the patrons on the 20 percent cash which they 
receive, they would have paid an income tax during this period of 
$214 million, while the taxpaying corporation during this period and 
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again based upon these assumptions would have paid approximately 
$29 million of Federal income tax. 

I should add State income tax in all fairness, because we have used 
a 55-percent rate. 

Finally, I think it is also fair to point out that we don’t always 
deal with large regional cooperatives such as the Grain Terminal 
Association, so what we did was to try to take a more typical farmers’ 
grain elevator, the type that I am familiar with in my business in 
Minnesota, and we used a Minnesota study made by the farm school 
back 3 or 4 years ago, and essentially it shows this: that the average 
cooperative grain elevator in Minnesota has a net worth—I call it net 
worth; patrons’ equities, or net tangible assets, or call it what you 
wish—of approximately $100,000. This ; is a hypothetical average. 

Their sales amount to $500,000 or $600,000 a year and their earn- 
ings on this net worth during the course of this study amounted to 
about $16,000; so what we did was, we took in chart 3, in the supple- 
mentary tables, this typical farmers’ cooperative and then we tried to 
project this thing out for 10 years, using a starting net worth of 
$100,000 and a 16- percent return and ‘assumed that they could 
continue to earn this. 

You may disagree with the 16-percent figure, but it is the one that 
the farm school used. 

I should add one further qualification. We did assume in this par- 
ticular instance that this farmers cooperative would pay a 6-percent 
dividend on its net worth. In other words, they would actually pay 
for the capital used in the business, a circumstance which does not 
exist certainly with respect to all cooperatives. 

At the end of 10 years this cooperative would have drawn from 
$100,000 to roughly $260,000. Now, I think the interesting compari- 
son is the fact that if you were to take a noncooperative competitor 
under identically the same circumstances and basing the income tax at 
30 percent, not at 52 or 55 percent, you achieve the results shown in 
table 3-B in which the growth has been from $100,000 to $160,000. 

During the period of 10 years this small corporation would have 
paid a total of $78,000 in income tax. This total income tax includes 
the tax on the corporation and also assumed tax on fhe recipient of 
dividends, but the $76,000 figure compares with roughly $20,000 of 
income taxes which would have been paid by the corporation and 
the patrons of the cooperative. 

The reason that we have developed these charts is with full appre- 
ciation of their hypothetical assumption aspect, but we think that 
they actually do a fairly good job of describing a situation which 
exists in many areas in ‘the country, both as regards the extremely 
large cooperatives and the smaller ones. In my opinion, I think they 
are fairly typical of the cooperative growth pattern, 

This shows exactly why noncooperative corporations are placed at 
such a serious competitive disadvantage. 

Now, in many instances, this tax- induced disad vantage has caused 
the liquidation or sale of the noncooperative business. This, in turn, 
has resulted in two things: 

First, a loss of revenue to the Government; 

Second, and much more important, it has resulted in the elimina- 
tion of a competitor in the farmers’ marketplace. 
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I cannot help but wonder, when I view these two results, whether 
actually they are in the farmers’ best interest. 

In this connection, I am thinking particularly of the loss of an 
import competitor in the place where the farmer must go to sell his 


“peeve or where he goes to buy the supplies that he needs for his 
arming business. 


Let me read a paragraph from an open letter written by a very 
good friend of mine who was in the grain business for many, many 
years. His is a name with which many of you who have been on the 


committee for many years will recognize. I think it states the 
problem very well. 


A little over a year ago, the McCabe Co. sold its operating assets to the 
Farmers Union Grain Terminal Association. The company and its predecessor 
had served the farmers of the Northwest for 70 years. We had a fine line of 
elevator and feed plants, a substantial commission business, a wonderful group 
of employees, a high standing in the communities where we operated, and a 
history of successful operation. But the company had been started by four 
McCabe brothers. With the passing of years, ownership has gone to the second 
and third generations and it would not be long till there would be a further 
dilution of the ownership with these owners scattered throughout the country, 
with many of them not knowing the other stockholders; with little, if any, 
interest in the company outside of the dividends received. 


This is a problem which you will recognize in the case of many 
small, closely held corporations. 


We searched for several years to find a solution to the problem. We tried to 
work out a plan for present stockholders to take debentures, distributing the 
common stock to a group of young executives, but the constant need of cash 
for capital improvements would have made it impossible to pay off the deben- 
tures in 20 years. The fact that our co-op competition could capitalize and 
spend all their earnings on plant improvement while we had to pay 54 percent 
of our earnings in Federal and State income taxes, made that plan absolutely 
impossible. We approached all the large publicly owned companies in our in- 
dustry. They showed absolutely no interest. We thought of forming a new 
cooperative, but the risks involved were too great. 


I happen to know that this was the case because an attorney con- 
sulted was a close friend of mine. 


Sale of our operating assets to GTA was the only solution to our problem. 
Believe me, it was a painful decision to make. 


It resulted in the sale of the McCabe property for approximately 
$5 million. 

To wind this thing up, I will read a paragraph from the Grain 
Terminal Association 1959 Annual Report: 


When we are talking about the feed business, we want to point out that we 
believe, within 10 years’ time, our members will be as concerned about GTA’s 
big feed and supply business as they are about the grain marketing service. 
It has a potential beyond our imagination. 

The question which remains unanswered is whether or not this 
future expansion is to be encouraged by Congress through permitted 
use of dollars which under present laws are income-tax free. It oc- 
curs to us that if this is done it will hasten the demise of other non- 
cooperative competitors and their consequent elimination from the 
tax rolls. The same businesses will be conducted by cooperatives 
with the significant distinction that no income tax revenues to the 
Government will result under the present scheme of taxation. 
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The decisions made by your committee and Congress now are going 
to determine the future course of businesses such as the one in which 
I am employed. 

Gentlemen, I hope you make the right decisions because it makes 
a lot of difference to the way that I am going to continue to live as 
an employee of F. H. Peavey & Co. during the next several years. 

That is all. Thank you, Mr, Chairman, 

The Cuairman. Mr. Giebink, we thank you, sir, for your statement 
and your discussion of this problem. 

Are there any questions of Mr. Giebink ? 

Mr. Mason ? 

Mr. Mason. Mr. Giebink, your statement has been a very clear-cut 
and logical statement of the problems confronting this committee and 
this Congress. I was particularly interested in the cumulative effect 
of the retained earnings which you described. I have described that 
same cumulative effect of retained earnings as a snowball rolling down 
a mountainside gathering momentum and speed as it goes, and that is 
exactly the effect that is now on these cumulative retained earnings in 
the co-op form. 

I want to compliment you, sir, on the persuasiveness of your argu- 
ment. 

Mr. Gresrnk. Thank you very much, Mr. Mason. 

The Cuarrman. Are there any further questions? 

Mr. Metcalf will inquire. 

Mr. Mercatr. I am not quite sure about your charts. Did you say 
that table 1-A was an actual report of the Farmers Union Grain Termi- 
nal Association ? 

Mr. Grestnxk. The table 1-A was taken from the annual reports of 
the Farmers Union Grain Terminal Association for the 10 years in 
question, yes. 

Mr. Metcatr. So that on table 1—A, the black bars throughout here 
are on the basis of actual reports ? 

Mr. Gresink. Yes, the beginning net worth is on the basis of actual 
reports. That is correct sir. 

Mr. Mercatr. Then the noncooperative competitor is a nonexistent 
hypothetical assumption that you set up ? : 

Mr. Greprnk. Based on the same starting net worth and the same 
assumed annual rates of return on net worth as applied to the grain 
terminal associations. 

Mr. Merca-r. It is not an actual case? 

Mr. Grestnk. No, sir, I do not want the record to so indicate. It is 
hypothetical. 

Mr. Mercatr. I think you said that. I wanted to be sure. 

Mr. Grepink. You are absolutely correct. 

Mr. Mercatr. Thank you very much. 

The Cuarrman. Mr. Betts will inquire. 

Mr. Berrs. Are there any figures available that you know of to 
reveal the number of independents that have been brought up by co-ops 
or that are being bought up? You pointed up that there is a problem 
of this kind. 

Mr. Grestnx. I know of no tabulation or assembly of these figures 
at the present time. I think they are available in the hands of a large 
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number of people. We know of some; the people in the dairy industry 
would know of others, and that type of thing. 

I am not sure of this. However, I would be very happy to check 
in the course of the next few days and, if we can assemble this type of 
information, send it to the committee. 

Mr. Berrs. Mr. Chairman, I think that is important. 

The CuatrMan. Do you want it in the record ? 

Mr. Berts. Yes. 

The Cuairman. Without objection, that will appear in the record. 

(The information follows :) 


BUSINESS ACQUISITIONS By COOPERATIVES 


In 1945, the town of Westwood, in Lassen County, Calif., was purchased from 
the Red River Lumber Co. by the Fruit Growers Supply Co., a cooperative 
affiliate of Sunkist Growers, formerly known as the California Fruit Growers 
Exchange. Westwood was a flourishing lumber town. It has lumber mills, 
sawmills, veneer mills, and box factories. Included in the purchase of the 
town by the cooperative, were a railroad, the telephone, water, electric and 
sewage systems of the town, and 100,000 acres of standing timber. The Fruit 
Growers Supply Co. paid $11 million for the entire town. 

In 1948 five large regional cooperative associations organized the National 
Cooperative Refinery Association to purchase the Globe Oil Refinery at McPher- 
son, Kans., for $5 million. The Globe Refinery was built in 19382 as a 7,500- 
barrel plant but had been enlarged from time to time and when purchased had 
an extreme capacity of 17,500 barrels of crude per day. The purchase included 
a 6-inch, 229-mile pipeline from McPherson to Council Bluffs, Iowa. 

In 1954, Embassy Diary, Inc., of Washington, D.C., was purchased by the 
Maryland-Virginia Milk Producers Association at a reported cash consideration 
of $3,850,000. This purchase was followed by the purchase of the Olney Acres 
Farm for about $1 million. This gave the Maryland-Virginia Milk Producers 
Association a dairy-products plant for disposal of its surplus milk. 

In 1952, the Welch Grape Juice Co. entered into a contract for the sale of its 
properties to the National Grape Cooperative for an indeterminate price, the 
purchase to be paid for out of the earnings of Welch which would be paid to the 
producers as patronage dividends under a profit-sharing agreement designed to 
free such profits from Federal income taxes. 

Under the terms of this agreement, the cooperative received 10 percent of the 
net proceeds of the Welch operation in the form of 20-year promissory notes. 
This represented the profits of the Welch operation which normally would be 
subject to the Federal income tax. The notes received by the cooperative were 
pledged as security for allocation certificates (patronage dividends) which 
were distributed to individual grapegrowers. , 

When the total of Welch notes reached $15 million (this occurred in 1956) 
the National Grape Cooperative was entitled to purchase the Welch plants, as 
they existed August 31, 1952, for $100,000. At the time the option to buy these 
plants was exercised September 1, 1956, the Grape Cooperative also acquired 
the noncash assets of Welch Grape Juice Co. at cost. This obligation amounted 
to approximately $13% million, which brought the total cost of the Welch pur- 
chase up to approximately $29 million. The additional $131 million, of course, 
will be paid for out of tax-free earnings. 

A contract to purchase 12 oil mills, 3 gins, and an elevator from the taxpaying 
Mississippi Cottonseed Products Co. was executed in 1957 by the Mississippi Oil 
Mills, Inc., calling for a purchase price of $3,525,000 payable over a period not 
to exceed 15 years. The Mississippi Oil Mills, Inc., which was formed primarily 
to purchase these properties, will operate on a cooperative basis for its owners 
who are engaged in ginning or producing cotton and soybeans. 

Mississippi Cottonseed Products Co. continued to operate the mills under a 
management contract. The company will also continue to provide capital loans 
to ginners in the regular course of business. 

There have been many other cases of the same kind, including the following : 

The St. Anthony & Dakota Elevator Co., included 135 line elevators and 38 


oe purchased by Farmers Union Grain Terminal Association for 
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2,700,000. 
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The Crabb-Reynolds Taylor Co., grain, feed, seed, plants, and supply stores, 
bought by the Indiana Farm Bureau Cooperative Association, Inc., for $750,000. 

Four hundred and forty acres of oil lands in the Seminole field of Oklahoma, 
including 21 producing wells, purchased from Wrightsman Oil Co. by Midland 
Cooperative Wholesale for over $1 million. 

A 4 million bag plant of the Maine Potato Bag Co., at Caribou, Maine, bought 
by the Maine Potato Growers, Inc., a cooperative. 

Thirty-three retail lumberyards and 24 coalyards of the C. M. Youmans 
Lumber Co., Winona, Minn., purchased by the Farmers Lumber & Supply Co., 
St. Paul, Minn. 

Hauk & Schmidt, Bronx, N.Y.; Delancey Milk & Cream Co., Brooklyn, N.Y.: 
El-Cor Dairy, Inc., Elmira, N.Y.; Fernsdale-Nelson, Jamestown, N.Y.; Brunk- 
hurst Dairy, Middletown, N.Y.; Farmers Milk Co., Poughkeepsie, N.Y.; Bartho- 
lomay Dairy Co., Rochester, N.Y.; Korts Dairy, Rochester, N.Y.; Maple Shade 
Dairy, Elmira, N.Y.; Lycoming Dairy, Williamsport, Pa.; Hazle Milk Co., Hazle- 
ton, Pa.; Farmlea Dairy, Mount Vernon, N.Y.; Cloverleaf Creamery Inc., Troy, 
N.Y.; Carrigan’s Niagara Dairy, Niagara Falls, N.Y.; Weckerle & Sons, Buffalo, 
Y.N.: Walton Milk & Cream Co., Walton, N.Y.; Matthies Milk, Inc., Tonawanda, 
N.Y.; Masseth Dairy, Rochester, N.Y.; Fred Beers Dairy, Freeport, N.Y.; 
Schiller Park Dairy, Syracuse, N.Y.; Community Ice Cream Co., Potsdam, N.Y.; 
Schriver Dairy, Baldwinsville, N.Y.; International Milk Co., Hillside, N.Y.: 
Cloverdale Farms Co., Binghampton, N.Y.; Midland Farms, Ine., Cortland, 
N.Y.; Ithaca Ice Cream Co., Ithaca, N.Y.; Town Talk Dairies, Syracuse, N.Y.; 
Cloverdale-Waverly Co., Waverly, N.Y.; dairy distributors purchased over a 
period of years by Dairymen’s League Cooperative Association of New York 
City. 

The Hans Forster operations of Seattle, Wash., including the Alpine Dairy, 
the Apex Dairy, the Issaquah Creamery, and the Finstead & Utgard Creamery, 
purchased by Consolidated Dairy Products Co., operating division of United 
Dairymen’s Association, for a reported $2,700,000. 

The Coffeysville, Kans., Refinery, purchased by Cooperative Refinery Asso- 
ciation, a subsidiary of Consumers Cooperative Association, for $4 million. 

Purchase of the 1,364,000-bushel Great Northern Elevator in Minneapolis from 
Archer-Daniels-Midland Co., by Farmers Union Grain Terminal Association. 

A 2%-million-bushel grain elevator purchased by the Illinois Grain Terminal 
Co., Chicago. 

The Bridgeman Creameries of Minneapolis, including 6 manufacturing plants, 
11 retail stores, and 30 drugstore franchise outlets, bought by Land O’Lakes 
Creameries. 

Operating plants of the Georgia Peanut Co., purchased by the Cotton Pro- 
ducers Association of Atlanta, a cooperative. 

The Chamberlain Bean & Pea Co., Port Huron, Mich., packaging and ware- 
house plant, purchased by Michigan Elevator Exchange. 

Springfield Flour Mills, a unit of the Colorado Milling & Elevator Co., Den- 
ver, purchased by Missouri Farmers Association. ‘ 

Montcalm Creamery Co., Greenville, purchased by the Dairyland Cooperative 
Creamery Co., Carson City, Mich. 

Elsie Cooperative Creamery Co., Elsie, Mich., purchased by the Michigan Milk 
Producers Association. 

Lancaster (Wis.) Dairy Products, purchased by Pure Milk Association, 
Chicago, I. 

Forkin Phosphate Co., located at Green Bay, Wis., purchased by Northwest 
Co-op Mills. 

Shawano Ice Cream Co., purchased by Consolidated Badger Cooperative, 
Shawano, Wis. 

Idaville (Ind.) Grain & Feed, Inc., 35,000-bushel elevator, purchased by 
White County Bureau Farm Co-op. 

Arnold Milling Co., 1,350,000-bushel elevator, purchased by Farmers Coopera- 
tive Union, Sterling, Kans. 

Grand Marias Dairy Products Co., purchased by Arrowhead Co-op Creamery 
Association, Duluth, Minn. 

McKenna Grain Co., Vincent, Iowa, purchased by Farmers Cooperative 
Elevator Co. 

Davison Dairy, Flint, Mich., purchased by McDonald Co-op Dairy. 
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Miller Dairy, Portland, Oreg., purchased by Dairy Cooperative Association. 

Quality Dairies, Haverward, Wis., purchased by the Spooner Cooperative 
Creamery. 

Holt Dairy, Decorah, Iowa, purchased by Rochester, Minn., Dairy Cooperative. 

The Charlotte Creamery, purchased by the Tri-State Cooperative Associa- 
tion, Montgomery, Mich. 

Woods & Sprague Milling Co., Albion, N.Y., purchased by Cooperative GLF 
Exchange. 

Model Dairy of Mankato, Minn., purchased by Rochester Dairy Cooperative. 

National Milk Co. of South Bend, Ind., purchased by Pure Milk Association. 

Preston-Shaffer Milling Co., Athens, Oreg., purchased by Pendleton Grain 
Growers. 

Milk Producers Association of Central California took over Peterson Ice 
Cream Co. about 1955. 

Milk Producers Association of Central California took over College Dairies, 
1956. ~ 
Milk Producers Association of Central California took over Lakeside Dairy, 
1956. 

Challenge Cream & Butter Association took over Beverly, Calif., Dairies, 
about 1956. 

Baers White River Creamery Co., Colorado, sold to Hi Land Dairymen’s 
Association of Murray, Utah. 

Maryland & Virginia Milk Producers took over Richfield Dairy, 1957; Wake 
field dairy, 1957. 

Valley of Virginia acquired Alexandria Dairy and Birmingham Dairy of 
Manassas in 1959. 

Home Milk Producers Association, Florida, has just (November 1959) bought 
out Land-O-Sun Dairies. Claims acquisition will add more than $1 million in 
annual sales. 

Harris Dairy merged with Dairy Co-op of Grady County, Ga., to become 
Dairyland Dairies. 

Athens, Ga., Co-op Creamery acquired Gainesville Pure Milk Co., 1957. 

Miss Georgia Co-op has taken over a producer-distributor in Thomaston, Ga. 

Troup County Co-op bought out Frank Lindsey’s Dairy in Griffin, Ga. 

Wayne, Ind., Cooperative Milk Products bought: Dairymen’s, Cleveland, Ohio, 
1957; Central Dairy, Fort Wayne, 1958; Pioneer Ice Cream Co., Fort Wayne, 
1958; Hoosier Condensed Milk Co., Bluffton, 1958; Rose Hill Dairy, Bluffton, 
1958. 

Milk Producers Federation of Cleveland, Ohio, bought Goshen Milk Condensing 
Co., 1959. 

Tip Top Dairies merged with Sunflower Co-op in 1959 and has acquired: Arm- 
strong Ice Cream Co., Wichita, Kans., in 1959; Duncan Dairies, Winfield, Kans., 
1959. 

Neosho Valley Co-op acquired Puritan Dairy, Pittsburg, Kansas, in 1958. 

Milk Producers Marketing Co. acquired Lawrence Sanitary Milk Co., Lawrence, 
Kans., 1959. 

United Farmers acquired Twin Maples, Mass., 1957. 

Consolidated Badger Cooperative of Michigan acquired Asselin Creamery. 

During the last 8 years Arrowhead Creameries of Minnesota has taken over: 
Kettle River Creamery, Lawler Creamery, Twin Pines Dairies, Deer River 
Creamery, Floodwood Creamery, River Dale Dairy. 

Twin City Milk Producers, Minneapolis, Minn., bought out Northland Dairy, 
one of the largest handlers in Minneapolis. 

Land O’Lakes Creameries Co-op of Minnesota has recently acquired Laurel 
Dairy. Acquired Knerr Dairy of Fargo, N. Dak., in 1958. 

Cass-Clay Cooperative Creamery at Fargo, N. Dak., recently acquired Crook- 
ston Creamery at Crookston, Minn. 

Rochester Cooperative Dairy, Minnesota, has taken over at least a dozen plants 
in as many years, including: Blue Ribbon Ice Cream Co., 1957; Winona Milk 
Co., 1957; Holt Dairy, 1957; Thompson Dairy, 1957; Kohler’s Ice Cream Mix 
Co., 1957. 

McDonald Co-op Creamery Co., Minnesota, took over Lansing Dairy Co., of 
Flint in 1958. 

Cooperative Creamery Association, Mississippi, bought Pyron’s Dairy, about 
1953, and a plant at Greenwood, about 1955. 

Cooperative Dairies, Inc., Mississippi, bought Quinn’s Dairy, 1957. 
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Louisiana-Mississippi Milk Producer’s Association bought Bottling Plant of 
Crosby Dairy Products & Ice Co., 1956. 

Dairymen’s League, New Jersey, bought International Milk Co., which owned 
Town Talk Ice Cream Co., 1953. 

Lehigh Valley bought Jersey Maid Dairies, which subsequently acquired Con- 
sumers Ice Cream Co., New Jersey, 1957. 

Niagara County Milk Producers Cooperative Association, Inc., New York, 
acquired: Diffanie’s Dairy, 1952; Heuer’s Model Dairy, 1953; Wilson Dairies, 
1957. 

Genessee Valley Cooperative, Inc., New York, acquired Seneca Dairy, 1953. 

Buffalo Milk Producers’ Cooperative Association, Inc., New York, acquired 
Hillcrest Dairy, 1957. 

Rutland Hills Cooperative, Inc., New York, acquired George E. Hubbard, 1956. 

Western New York Milk Producers Cooperative Association, Inec., acquired 
Rath Bros. Dairy, 1958. 

Dairymen’s League, New York, acquired : Alder Kolke, 1953 ; Harry J. Schriver, 
1956; Harry Bauman, 1956; Suburban Dairy, 1956; Oak Grove Farm, 1957; 
Ruttner’s, Inc., 1957; Diamond: Rock Creamery, 1957; Royal Dairy, 1957; Plym- 
outh Dairy, 1957; Hilltop Dairy, 1957; Greenwald’s Dairy, 1958; Sunshine 
Dairies (ice cream operation), 1958; Wittig’s Ice Cream, 1958. 

Mooresville Creamery, North Carolina, sold to Rowan Dairy Cooperative, 
1957. 

Hillside Dairy of North Carolina, sold to Catawba Cooperative Dairy, 1957. 

Smith-Melville Dairy bought by Long Meadow Farms Cooperative of North 
Carolina, 1953. 

Milk Producers Federation, and Northwestern Cooperative Sales of Ohio, 
purchased Orrville Milk Condensing Co., 1958. 

Dairy Cooperative Association of Oregon, acquired: Silver Hill Dairy; 
Keshlis Dairy; Sunnybrook Dairy (2); Green Dairy; Reimers Dairy; Froskist 
Ice Cream. 

Coos Bay Mutual Creamery of Oregon, acquired Myrtle Distributor, Inc. 

Farmers Dairy Association of Oregon, acquired: Lakeside Dairy; Early Dawn 
Dairy; Pleasant View Dairy. 

MeMinnville Creamery Cooperative of Oregon, acquired: Sheridan Creamery ; 
Brandle Dairy. 

Bake Union County Cooperative Creamery, Oregon, acquired Blue Mountain 
Creamery. 

Dairymen’s League Cooperative Association (Meadowbrook Dairy) of Pennsyl- 
vania, has a new distributing outlet in Meadville and in the past 3 years has 
acquired: Bollard Dairy; Moore Milk Co.; Roha’s Dairy; Hilgendorf Dairy; 
Valley Dairy. 

Monroe County Milk Producers Cooperative Association of Pennsylvania, 
absorbed Palmerton Sanitary Dairy. 

Sumter Dairy Cooperative of South Carolina, took over Ivandale Dairy, 1953. 

South Texas Producers Association Cooperative took over Big State Dairy, 
1954. 

Mid-Tex Dairy Cooperative of Texas, purchased Round Rock Cheese Plant, 
1956. 

: San Antonio Milk Producers Association of Texas, bought Faulk Creamery, 
1959. 

Consolidated Dairy Products Co. of Washington, acquired Franklin Dairy. 

Inland Empire Dairymen’s Association of Washington, acquired: Curlew Ice 
Cream Co., 1957; St. Maries Creamery in Idaho, 1959. 

Snohomish County Dairymen’s Association of Washington, acquired: R-own 
Milk Co., 1955; Happy Valley Dairy ; Merry Moor Farms. 

Whatcom County Dairymen’s Association of Washington, acquired Lynden 
Dairy Products. 

Grays Harbor Dairymen’s Association acquired Neuman’s Dairy of Washington. 

Kitsap-Mason Dairymen’s Association of Washington, acquired : Hoak’s Dairy; 
Prices Golden Guernsey Dairy (retail routes) 1959; Shelton Dairy, 1958. 

Lewis-Pacific Dairymen’s Association of Washington, acquired: Forgetmenot 
Ice Cream Co.; Olympus Ice Cream Co. 

Kittitas Dairymen’s Association of Washington, acquired Anderson Dairy. 

Land O’ Lakes Cooperative of Wisconsin, acquired: Clover Dairy: Luick 
Distributor, Kiel, Homaid Dairy, Super Ice Cream Co., Augusta Dairy Co. 

51696—60——25 
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Consolidated Badger Cooperative of Wisconsin, acquired: Dressen Dairy Co. ; 
Melody Dairy, 1955; Pleck Ice Cream Dairy, 1958; Cleary’s Milk & Ice Cream 
Co., 1958. 

Antigo Milk Products Cooperative of Wisconsin, acquired: Foulkern’s Dairy ; 
Howe Creamery, 1956; Tomahawk Dairy; Antigo Dairy Co.; Eagle River 
Dairy: Hillside Dairy, 1956. 

Lake to Lake Cooperative of Wisconsin, acquired: Algoma Creamery, 1958; 
Sheboygan Falls Creamery, 1959; Modern Dairy Co-op, 1956. 

Clear Lake Cooperative of Wisconsin, acquired: Minnesota Milk Co.; Dairy 
Home. 

Farmers Union Grain Terminal Association of Minnesota, purchased McCabe 
Bros. for approximately $5 million in 1958. 

Consolidated Badger Cooperative, Shawano, Wis., acquired: the Bonduel 
Creamery Co., Bonduel, Wis., 1931; the Shawano Milk Products Co. and Outaga- 
mie Milk & Produce Co., Appleton, 1938; the Twin Willow Cooperative Dairy Co., 
Appleton, 1940; Birnamwood Dairy Products Co. and Town Line Cheese Factory, 
Birnamwood, Wis., 1943, Cheese Factory of Standard Brands, Inc., Seymour, Wis., 
1947. 

Washington Farmers Cooperative, Washington, acquired: Bridgman Bros. 
Poultry Co., Portland, Oreg., 1957; Centennial Mill (feed mill), Granger, Wash., 
1957 ; Thompson Poultry Co., Walla Walla, Wash. 


Farmers Union GTA, Minnesota, purchased the Great Plains Seed Co., Sioux 
Falls, S. D., 1959. 


Rice Growers Association of California, acquired : Rosenberg Bros. Rice Mill 
(largest independent mill in the industry) ; Woodland Rice Mills; Capital Rice 
Mills; M. D. Green Milling Co., 1958. 


Farm Bureau of Ohio (Landmark) acquired the Ivan Hill Grain Co., Derby, 
Ohio. 


The Holyoke Cooperative Association, Colorado, acquired Butane-Propane, 
Inc., 1959. 

Farmers Cooperative Elevator, Alvarado, Minn., acquired: Peavey Elevator 
Co., 1939 ; Independent Elevator Co., 1954. 


Farmers Cooperative Elevator Co., Oslo, Minn., purchased Independent Eleva- 
tor Co., 1940. 


Farmers Union Shipping Association, Clarinda, Iowa, bought: Butane Gas 
Business, 1959; Community Feed and Grain Business, 1959. 

The Cuatmman. Mr. Alger? 

Mr. Acer. What do you think of the Davis plan, which is that plan 
where the cooperatives would be taxed on all of their earnings and 
then the patrons receive a tax credit ? 

Mr. Gresink. Basically, Mr. Alger, this is productive of a result 
very similar to one we suggest. 

Mr. Avcer. I am still trying to grasp any difference between that 
and your view point. 

Mr. Giesinx. The essential difference, I suppose, is in the allowance 
of a credit, but the Davis bill, as I understand it, accomplishes the 
taxation at, the corporate level and then proceeds to take this out of 
the patron’s hands from a tax standpoint by giving him, in effect, 
credit. 

We are inclined to think that the proposal we suggest, which is essen- 
tially the very simple allowance of a deduction for cash as you and I 
know it, has the great advantage of ease of administration and ease 
of definition provided, of course, we include the essential qualification 
that we have incorporated in our suggestions. 

Mr. Acer. So that you are removing from the area of doubt and 
uncertainty the Rumble plan of the certificate that does not have cash 
value, even the Treasury suggestion and even the consideration that 
is being given by the Farm “Bureau that just appeared, where there 
would be very definite definitions of value given to the patron’s cer- 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 377 


tificate because he would not be taxed on anything that did not have 
real value. 

What you are doing by stressing cash is removing all of that uncer- 
tainty from this tax plan? 

Mr. Giesinx. That is entirely correct. I was very encouraged, inci- 
dentally, by the Farm Bureau approach. I think their approach could 
liave been much improved by the simple addition of the limitation of 
the deductions to cash, something which is readily ascertainable and 
about which we do not have to spend ¢ ash amounts of time and perhaps 
legal discussions at a later date in the courts in attempting to interpret 
what types of noncash certificates actually have value. 

This is a difficult thing, as, for example, a 25-year debenture paying 
2 percent interest. 

Maybe the best example of this is some of your Government bonds 
today. For practical purposes, a bond, an obligation of the Govern- 
ment, is cash and yet you know as well as I that these Government 
obligations have lengthy maturity and with low interest rates are sell- 
ing at substantial discounts, $75, $80, $82. onsequently it is for that 
reason that, when you get into what I call this never never land of 
attempting to ascribe \ ‘alue toa piece of paper, you run into real diffi- 
culty, and we think we have avoided that. by limiting our deductions 
solely to cash. It makes a very simple and easy type of approach, one 
which can easily be administered. 

Mr. Aucer. The entire spirit of your statement and Mr. Shuman’s 
statement seems to me to be so similar that I am still having trouble 
seeing wherein there is a lot of difference other than the fact ‘that you 
have all these legal definitions to face as to what is real value in the 
certificate. 

Mr. Grepink. I derive a considerable amount of comfort from the 
statement which says that “We believe that no one should be expected 
to pay a tax with respect to something which is without value.” 

The example is used, “What is a check?” A check is a negotiable 
instrument. It is an order to pay. It is payable on demand. 

The important thing that we want to drive home is the fact that 
when these distributions are made to the patron, this patron, this 
farmer must have the unfettered dominion and control over it. He 
has to have the right to treat it as his own. This is the type of thing 
that makes commonsense. This is the thing that puts this whole 
problem in the right business perspective. This is the thing that 
makes cooperatives accountable to their members. 

We think that actually in the long run this may well improve the 
types of cooperative service which can be given by cooperatives to 
their members because the cooperative which is not doing a job, the 
cooperative which is not producing a good return on investment, this 
is the cooperative that is necessarily going to expire because they are 
not going to be able to attract to it the types of capital necessary for 
continued existence. 

This is the problem that. faces every business I know today. You 
have a responsibility to your stockholders. If you do not earn enough 
money, if you cannot make capital expenditures decisions to produce 
return, you are not going to last very. long. 

This is entirely proper, in my opinion. 
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Mr. Arcer. It strikes me, from having listened to you and Mr. 
Shuman this morning, that your area of disagreement is getting 
smaller. 

Mr. Gresrnk. I think that is true. 

Mr. Acer. You have not gone as far as Mr. Shuman in his position 
where he said they are for single taxation. 

In your plan, you recognize that corporations will be taxed doubly 
and you are not asking that cooperatives be taxed doubly but only 
singly. You have not gone as fir as Mr. Shuman, who says two 
wrongs do not make a right, let us not doubly tax cooperatives even 
though corporations are; is that correct? 

Mr. Gresink. We would certainly subscribe to Mr. Shuman’s sug- 
gestion with respect to double taxation of corporations as well. I think 
the problem we are facing here is one of making a moderate approach 
to a very urgent and necessary problem, taken one step at a time. 

Mr. Acer. You are not too encouraged about eliminating double 
taxation for corporations? 

Mr. Gresink. [am afraid not, sir. 

Mr. Areer. That is all. 

The Cuarrman. Are there any further questions? 

Thank you, sir, for bringing your views to the committee. We 
appreciate your doing so. 

Mr. Grestnk. Thank you very much. 

The CHatrmMANn. Our next witness is Mr. Reed. 

Mr. Reed, you have appeared before the committee in the past but, 
for the purposes of this record, please identify yourself again. 


STATEMENT OF A. L. REED, DALLAS, TEX., IN BEHALF OF PUBLIC 
INFORMATION COMMITTEE OF THE COTTON INDUSTRIES 


Mr. Reep. Mr. Chairman and gentlemen of the committee, my name 
is A. L. Reed, and I am appearing for the Public Information Com- 
mittee of the Cotton Industries. My prepared statement has been 
distributed but I am only going to trouble you to touch the high spots 
and let Mr. Calhoun, who is supporting me and associated with me, 
discuss the matter of these proposed remedies. 

I want to express my appreciation to the committee for its con- 
sideration of my difficulty of getting here. 

The CHarrman. Mr. Reed, you will want your entire statement 
included in the record ? 

Mr. Resp. Yes. 

The CuarrmMan. Without objection, it will so be included. 

(The statement follows:) 


Mr. Chairman and Gentlemen of the Committee, my name is A. L. Reed. I 
reside in Dallas, Tex., and I am appearing for the Public Information Com- 
mittee of the Cotton Industries. I am appearing as a member of that com- 
mittee. 

We are deeply appreciative of this further opportunity to be heard on the 
important question of the application of the income tax laws to the cooperative 
corporations and their members. 

The cotton industries consist of cotton gins, cotton warehouses, and com- 
bination facilities consisting of cotton warehouses and cotton compresses, also 
cottonseed oil mills and cotton merchants, generally referred to as the cotton 
merchandising business. The cotton merchandising business is more in the 
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nature of a profession than it is an industry, although there are some cotton 
merchants interested directly and financially in the cotton industries. 

Cotton is produced in 14 States. I have had placed before you a small map. 
The cotton-producing States are the southern half of the United States, running 
from Virginia to California. Fourteen of these States produce cotton every 
year. There are some other States which produce cotton, such as Kentucky and 
Illinois, but not of sufficient volume to be reported. 

The Public Information Committee for more than two years conducted an 
investigation into the financial and competitive status of the cooperative cor- 
porations engaged in the cotton-industry business. We gathered 6,500 statistical 
documents containing financial reports, allocation certificates, charters, bylaws, 
and many other important public statements by the officers and directors of the 
cooperative corporations. I personally reduced these documents to two small 
printed volumes. Volume I consisted of 104 pages. It analyzed the information 
which we had gathered. Volume II consisted of 65 pages and it contains sam- 
ples of the exhibits and documents we had gathered. These two documents 
formed the basis for a short statement which I made to the committee in 
January, 1958 (Record, pp. 1487-1495, inclusive). They were received into the 
record by reference, but not physically incorporated into it. It is our desire 
at this time to amplify the information which we introduced into the record and 
to correct some erroneous statements which have been made with regard to it. 

Much of the data and testimony which has been introduced into the record 
at this hearing deals with the paper allocations of earnings of the cooperative 
corporations. In order to start off my own testimony with an illustration of 
the type of information which we presented to the committee, I would like to 
present to you an original dividend credit issued in 1952 to a farmer in 
Quanah, Tex. This dividend credit was issued by the Quanah Farmers Cooper- 
ative Society No. 1, and notified this farmer that it had credited to his account 
$34.65, as a dividend credit on his business for the season 1951-52. That divi- 
dend allocation has not been paid up to last week. In other words, for 8 years 
this farmer had only a paper allocation, and no money upon which to pay taxes. 
In the meantime the cooperative corporation at Quanah, Tex., that issued this 
dividend allocation credit has expanded its facility by the erection of another 
gin plant and in addition has expanded its grain elevator capacity. This docu- 
ment is presented to you for the purpose of emphasizing the unfairness of any 
proposal that would attempt to tax this man in 1952 on money he has not 
received to date. Wholly aside from the question of the constitutional power 
of Congress to say that I must pay taxes on this document, there is a more im- 
portant question involved. One of fairness and honesty with respect to the 
application of the tax laws. I am introducing this document here as the orig- 
inal so that you gentlemen may see just what it is that these people are talking 
about, when they refer to margins, price adjustments, etc. In this instance, as 
in all others, the profits of the cooperative corporations were utilized to create 
a capital structure in the investment of those profits so as tq evade taxes by 
the corporation as well as by its owners. 


THE SMALL FARMER AND THE AVERAGE FAMILY-SIZE FARM ARE NOT THE BENEFICIARIES 
OF THE INCOME TAX EXEMPTION ACCORDED COOPERATIVE CORPORATIONS 


On the map before you there are six concentrated areas. Three in solid black; 
three in black circles. These six small concentrated areas contain 29 percent 
of the cotton farms of the United States but they accounted for more than 
50 percent of the total cotton production of the United States. In these same 
six concentrated areas will be found 86 percent of your cooperative corpora- 
tion oil mills, 88 percent of your cooperative combination cotton compress and 
warehouse facilities, and more than 50 percent of the cooperative cotton gins. 
In these six concentrated areas will be found your large acreage farms and 
your wealthy landowners. You will find that these large acreage farms and 
your wealthy landowners are the ones that have organized and are conducting 
these cooperative corporations under a system of retained earnings reinvested 
in the capital structure for their account without the payment of income taxes 
by anyone. If there has been anyone that has paid taxes on these allocated 
dividend certificates the directive issued by the Treasury Department is retro- 


active and they may for the last 3 years obtain refunds of any such taxes 
they have paid. 
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In a recent news release by the Secretary of Agriculture concerning price 
supports and acreage allotments he’ made public information which confirms 
in every detail what we are telling you about the farm cooperative corporations. 
You will recall in this news release he had facts 1, 2, 3, 4, ete. His fact No. 
was as follows: 

“About one-third of our farms account for nearly all of our price-support 
outlay. One-fourth of the cotton farms have three-fourths of the cotton acreage 
allotments.” 

In other words, these concentrated areas shown on the map before you insofar 
as the cotton industries are concerned and the cotton farmers and the cotton 
allotments are concerned are getting the lion’s share of everything. They are 
wealthy men, who own large acreage and do not need any income tax exemp- 
tion. These wealthy landowners not only get the lion’s share of the price- 
support money and acreage allotments, but they are indeed the principal bene- 
ficiaries on the income tax exemption accorded farm cooperative corporations. 

I would like now to illustrate to you just how true that statement is. In 
the first solid black area on the map before you is that part of the United 
States generally referred to as the Mississippi Valley. It contains the finest 
and most productive cotton acreage of all the United States. It is here that 
you find your large cotton plantations. The Mississippi Valley also contains 
some of our largest and most wealthy farm cooperative corporations. I shall 
eall your attention to only two. The Staple Cotton Cooperative Association 
of Greenwood, Miss., has a net worth of $5,800,000. It owns and controls a 
fertilizer plant at Gulfport, Miss., and a discount corporation with reported 
assets of something over $3 million. One of the members of the Staple Cotton 
Cooperative Association owns, controls, and/or farms 38,000 acres of the finest 
delta land in America, and this one member has a net worth of $3,583,000. 
Three of its officers and six of its directors—nine men—have a net worth of 
$4,875,000. The cooperative corporation in this area represents big business; 
key men link all types of business in that area. For instance, the Farmers 
Supply Cooperative engages in the business of handling automobile tires, oil, 
gas, fertilizer, and many other commodities. It was organized in 1945 and 
by 1956 its volume had increased from $105,000 per annum to $3,466,000 
per annum. 

I would next ask you to look at a very small black spot in the center of the 
map. It represents 14 counties in the West Texas Plains. That little black 
dot there in the center of your map contains less than 2 percent of your cotton 
farms, but it produced more than 12 percent of the total cotton produced in 
America. In that area there are 78 cooperative gin corporations which own 
and operate approximately 100 gin plants and in addition they own a coopera- 
tive cottonseed oil mill at Lubbock: a cooperative compress and warehouse 
at Lubbock: and one at Plainview, Tex. The combined net worth of the gin 
corporations, compress corporations, and the oil mill corporations is approxi- 
mately $32 million and the annual net income on the average is about $6 million 
per annum. None of the 86 million is touched by the hands of the Federal 
Government at the corporate level. For instance, the gin corporations own the 
oil mill. All of the patronage dividends which it pays are paid to corporations 
which are also exempt from taxation. Neither the cooperative oil mill nor the 
cooperative gin corporations are taxable under the present law. The same 
thing is true with respect to the compresses. These oil mills and compresses 
have never paid one dime direct to a producer in that area and no producer 
has paid any taxes on any allocations from either the oil mill or the compresses. 
The proprietary gin cooperative corporation has command of the dividends and 
allocations of all profits—the gin, the compress, and the oil mill—to the 
producers. 

In our prior statement we told you that we had audited reports and financial 
statements from these cooperative corporations showing that tax-free profits 
had been reinvested in the Plainview Cooperative Compress, the Lubbock Cooper- 
ative Compress, and the Lubbock Cooperative Oil Mill to the extent that since 
1953 the Plainview plant had been multiplied five times its original size. The 
Lubbock Cooperative Compress had been multiplied 28 times its original size. 
The Lubbock Coop Oil Mill had increased its capacity since 1938 eight times. 

Now, we stated that these capital expenditures and capital investments had 
been made out of tax-free profits. Subsequent to my testimony you received 
a letter from Mr. Roy Davis of Lubbock, denying that these capital expendi- 
tures had been made out of tax-free earnings and contending that these profits 
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had been allocated on the books to the producers and that the producers had 
paid the tax thereon. It will simplify the matter if I read to you what Mr. 
Davis said: 

“The cooperative gins in 1937 organized and bought a used oil mill at a total 
cost of $125,000. Since that period they have added to this plant approximately 
$4 million in new buildings, new warehouses, and new equipment. The mill 
was not paid for out of tax-free income because each year in addition to paying 
current cash dividends it has issued preferred stock and the producers have 
paid the income tax on both the cash and the stock as it was received.” 

That phrase “as it was received” was very necessary to Mr. Davis’ letter and 
to his statement because his audited report shows that the producers did not 
receive any of it. Now, Mr. Davis is a very high-class man and well regarded in 
Texas and in the community where he resides. I do not believe that he would 
intentionally deceive you, but I have here his own auditor’s statement which 
refutes what he states to be the fact. This is the auditor’s report of June 30, 
1957, and attached to it is exhibit C, which shows that as of June 30, 1957, the 
cooperative gin corporations held $3,956,830 of the preferred stock which had 
been issued by the cooperative oil mill. The same thing is true with respect to 
the compresses. Neither the stock nor the cash was paid to producers. It was 
paid to other cooperative corporations which are also exempt under the act. You 
should note how close the holdings of the gin corporations come to what Mr. 
Davis states is the value of the oil mill—$4 million ; $3,956,000 was in their pos- 
session in the form of preferred stock on June 30, 1957, and I will say to you that 
neither Mr. Davis nor any of the gin corporations can produce a tax receipt 
where either the oil mill or the gin corporation paid a dime income tax on that 
money. 

What do the gins say they did with it? Mr. Clarence Davis of the Littlefield 
Cooperative Gin wrote you a letter telling you how it handled its profits. It is in 
the record at record page 1494. He admits that the gin cooperative corporation 
is the owner and the member of the oil mill and the compresses. He contends 
that the oil mill and the compresses allocated their earnings to the gin corpora- 
tion: then he contends further that the gin corporation in turn allocated these 
earnings on their books to the producers, then he states: 

“To the best of our knowledge and belief all of our farmer patrons included 
the full amount of these patronage allocations in their income and paid income 
taxes thereon.” 

Gentlemen, those two letters should simplify your problem. Here is a col- 
lection of the biggest cooperative corporations in America, with a book invest- 
ment of more than $32 million, with an annual income of approximately $6 
million and they have not been able to come forward and show you who 
paid any taxes on that income. These two letters show that the capital invest- 
ments have been made out of profits on which they paid no taxes. They are 
contending that the producer was made to pay taxes on a paper allocation. If 
true, such producers are now entitled to have their money refunded to them 
under the directive of the Treasury Department. What is more important and 
what is more significant from these two letters is that these gentlemen who have 
organized and head these profitable cooperative corporations are admitting that 
they should pay at least one tax. They are contending that they have voluntarily 
paid the tax we have suggested they should be required to pay by law, and, 
gentlemen, all that we are asking you to do is to require them to either pay the 
tax at the corporate level or to put the money in the hands of the producer so 
that he will be required to report it in his income tax returns. 

It would serve no useful purpose to continue these examples but volume I 
contains 104 pages of data of this character. We do have an up-to-date fi- 
nancial statement of the Farmers Cooperative Compress in Lubbock for the 
year 1958-59. It received 446, 907 bales of cotton, a record volume of busi- 
ness not exceeded at any compress warehouse point in the interior of the 
United States. From this tremendous volume it earned profits of $1,045,038 ; 
the largest profit of any of its years of operation. Bear in mind that this 
cooperative corporation opened for business in 1948 with a capacity of 7.500 
bales of cotton. It is now grown into the largest in the interior of the cotton- 
producing States. In Lubbock, Tex., where the Farmers Cooperative Com- 
press exists, there is one of the oldest compress companies in the United 
States, recognized for its long period of service to the farmers and the 
Shipping public. It was the pioneer in the Plains country. It opened for 
operation in 1918, when there was just a trickle of cotton production in that 
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area. It has been a taxpayer since that date. During its 1958-59 season 
in Lubbock, Tex., in competition with this cooperative corporation it received 
24,477 bales as compared with the cooperative volume of nearly a half a 
million bales and it, for the first time in its history, was operated at a net 
loss of $28,444. 

On the map before you in the lower Rio Grande Valley in the small cir- 
cle at the bottom of the map you will find the Valley Cooperative Oil Mill 
and the details with respect to it and the cooperatives in that area will be 
found at pages 58 to 60 of volume I. The Valley Cooperative Oil Mill has a 
net worth of $1,765,000 at the end of its business in 1957. The other cir- 
cle is at the top of the map, covers the upper Rio Grande Valley. There you 
will find the Southwestern Irrigated Cottongrowers Association and the Far- 
mers Cooperative Oil Mill. An analysis of their business will be found at 
pages 60 to 63 of volume I. I call attention to the fact that in that area 
this association of cooperative corporations had 10 of its 12 directors with a 
personal net worth of more than $5,275,000. In the same area is the Tor- 
nillo Cotton Oil Co. Fifteen of its directors had a net worth of $18,745,000. 
In the Far West solid black area you will find the San Joaquin Valley and 
the Arizona area where cotton is produced. These areas are analyzed at 
pages 65 to 81 of volume I. The cotton merchandising business is carried 
on by Caleot Ltd. They own cotton compresses and warehouses scattered 
from California through Arizona to Houston, Tex. The one in Houston re 
cently constructed is a concrete building with a value of more than $1,250,000. 
They own cotton gins; they practically control the marketing of cotton in 
that area and at the time we prepared volume I the various cooperative cor- 
porations had underway an expansion program of more than $16,000,000. All 
of this wealth is not taxed at the source, neither is it taxed when the paper 
allocations are mailed out to farmers. 

If the committee please, the analysis of the selected remedies that have 
been discussed before the committee will be presented to you by Mr. Leonard 
Calhoun. I thank you for your consideration of my personal condition. 
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Mr. Reep. The cotton industries for whom we speak consist of 
cotton gins, cotton warehouses, cotton seed oil mills, and combination 
facilities of cotton compresses and warehouses; also cotton merchants. 

The cotton merchandising business, however, is more in the nature 
of a profession than it is an industry. Cotton is produced in 14 
States on the southern half of the United States from Virginia to 
California. 

Following 1945, when our income taxes jumped from about 16 to 
52 percent, we started an investigation to determine what was hap- 
pening to us competitively. 

Our investigation conducted into the competitive activities of co- 
eres corporations covered the period of about 18 months. We 

gathered 6,500 pages of documents, charters, bylaws, financial reports, 
all available data that could be found. 

I, personally, reduced these 6,500 pages to this one volume of 104 
printed pages which has been made a part of this record by reference. 

Volume 2 contains samples of the type of data which we collected 
with respect to their activities. 

Due to the pressure of time on this committee at the last hearing, 
we were only able to select one example out of this vast detailed 
information. 

This resulted in some misunderstandings and, as a result, you have 
received a letter from Mr. Roy Davis of Lubbock, which is inserted 
in the record at 1472, and Mr. Clarence Davis of Littlefield, Tex., 
which is in the record at page 1494. 

These two letters, if checked against the facts, disclose the real 
nature of the tax loophole that you are endeavoring to close. 

I thought perhaps you gentlemen would like to see what it is that 
they are talking about taxing. 

In the documents we gathered we had some of these dividend credit 
slips and I have in my ers ge the original issued by Quanah 
Farmers Cooperative Society, No. 1. That credit slip was issued in 
1951-52 season and tells the ioe that he has a dividend credit 
of $34.65. 

I can tell you that that farmer has not yet received that money, 
and here is what they have done with it: The income of this co- 
operative corporation has been invested in a new gin plant and the 
expansion of its grain elevator facilities. 

Now, I ask you, gentlemen, to consider a minute what you are asked 
to under suggestions of cooperatives to tax the farmer on cooperative 
earnings retained by the cooperatives. 

This farmer has no property rights in that money. He has no 
property rights in the facilities where it has been reinvested. He has 
nothing at all exc ept a slip of paper which I doubt he will ever get 
10 cents on in many instances. 

I do not believe under recent. decisions of the courts, and as a matter 
of fact as far back as prior to the passage of the 1951 act, I do not 
believe that Congress under these decisins could define this no 
market value cooperative corporation paper as income and make 
anyone pay taxes on it by any hocus-pocus or collection of words. 

Now, I have placed a small map before you that will facilitate me 
bringing to your attention some of the facts which we developed 
with respect to these cooperative corporations. That map contains 








TAX TREATMENT OF EARNINGS OF COOPERATIVES 385 


six concentrated areas, three in solid black and three in circles. Those 
six concentrated areas contain 29 percent of the cotton farms. But 
they produce more than 50 percent of the cotton produced in Americ: 
in those small concentrated areas. 

In those six concentrated areas, you will find 86 percent of your 
cooperative cottonseed oil mills, 88 percent of your cooperative com- 
press companies, and more than 50 percent of the cooperative corpo- 
rations operating gins. 

Look at the State of Georgia where the average production per 
cotton farm is about 7 bales. There is not a single cooperative oil 
mill in that State to provide those farmers, those small farmers, with 
a market for their cottonseed. In fact, there are only five or six 
cooperative gins in that State. 

But you will find in that little black area in the center of that map, 
14 counties in Texas that have more than 100 cooperative gins and 
the largest cottonseed 01] mill in the country. 

In these six concentrated areas will be found your large acreage 
farms, your wealthy landowners. 

The Secretary of Agriculture, in a recent news release, gave out a 
statement of facts, one, two, three, four, and five, with respect to the 
farm program. His fact No. 5 relates to price supports and acreage 
allotments. It states that about one-third of our farms account for 
nearly all of our price support outlook. It states that one-fourth of 
the cotton farms have three-fourths of the cotton acreage allotted to 
them, and you will find them in these areas where you find these 
organizers of your cooperative corporations. 

Our investigation developed the fact along the lines of the Secre- 
tary’s statement that these large and wealthy landowners are the 
principal beneficiaries of your Income tax exemption to cooperative 
corporations. 

In the first black solid area on the map is the area known as the 
Mississippi Valley. It contains the finest and the most productive 
cotton acreage in the Nation. It is here that you find your large cot- 
ton plantations. 

One cooperative corporation in that area, the Staple Cotton Coop- 
erative Association of Greenwood, Miss., on August 31, 1956, had a 
net worth of $5,806,000. It owns and/or controls a fertilizer plant 
at Gulfport, Miss., and a discount corporation which is reported to 
have more than $8 million in assets. Nine men, three of its officers 
and six of its directors, had a combined net worth of $4,875,000. 

Does that appear to you to be a type of man that needs an income 
tax exemption to avoid his duty to the Nation like the rest of us are 
bearing? 

Keymen in that area link all kinds of business activity. The 
Farmers Supply Cooperative handles automobile tires, oil, gas, fer- 
tilizer. It was organized in 1945, when the big tax increases were 
burdening everyone, and by 1956 its volume had risen from $105,000 
to $3,466,000. In its sweep it took out of business some of the small 
businessmen handling automoblie tires and other accessories in that 
area, 

There is a prominent wealthy man named Whittington in this area. 
If you will trace his activities, you will find he is linked to all of these 
businesses. 
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Now, in the small black area in the center of the map, there are 
14 west Texas counties. These 14 counties contain 2 percent of the 
Nation’s cotton farms but they produce more than 12 percent of the 
Nation’s cotton; 78 cooperative gin corporations in those 14 counties 
own about 100 cooperative gin plants. Their net worth was approxi- 
mately $24 million and their annual income was nearly $5 million 
per annum. 

Now, these 78 cooperative corporations in turn had pyramided an- 
other situation. They own an oil mill, the biggest in the country in 
Lubbock. They own a compress at Lubbock which this last year had 
the largest volume of any compress in the interior of the United States. 

They own a compress at Plainview, and the combined net worth of 
the 78 cooperative gin corporations, the oil mills and the compresses 
is approximately $32 million—with an annual income as hight at times 
as $6 million per annum. They have been expanding in that area 
out of tax-free money. 

Now, we told you in our previous statement that they had used that 
money to increase the Plainview compress five times its original size, 
28 times at Lubbock, and 8 times the original size of the oil mill. 

Mr. Roy Davis, of Lubbock, wrote you a letter about that, dated 
February 19, 1958, and that date is important because it shows that 
his statements must relate to his June 30, 1957, position at close of 
business. 

To simplify it, I will read you what Mr. Davis said: 

The cooperative gins in 1937 organized and bought a used oil mill at a total 
cost of $125,000. Since that period they have added to this plant approximately 
$4 million in new buildings, new warehouses, and new equipment. The mill was 
not paid for out of tax-free income, because each year, in addition to paying 


current cash dividends, it has issued preferred stock, and the producers have 
paid the income tax on both the cash and the stock as it was received. 


Now, gentlemen, I have Mr. Davis’ auditors’ annual report for the 
year ended June 30, 1957, and it does not bear out Mr. Davis’ state- 
ment. It shows that as of June 30, 1957, $3,956,000 of that $4 million 
he is talking about was in the possession of these cooperative corpo- 
rations that own the gins and own the oil mill. They are exempt 
under the law and I will say to you that Mr. Davis cannot produce a 
single instance where he has paid any cash or issued any preferred 
stock to a producer in that area. 

Now, the auditors’ report states that this is what they did with their 
money. I have the original and I would be glad to give it to the 
personnel of this committee if you would care to have it. 

In Mr. Clarence Davis’ letter, he dealt with the Littlefield gin. 
The Littlefield gin is one of the cooperative corporations listed as ‘the 
owner of the oil mill. It is shown as of June 30, 1957, as having 

71,000 of that preferred stock I referred to and that it received that 
year $6,315. Now, that was received by a cooperative corporation 
that is itself exempt under the act. 

Now, what. did Mr. Clarence Davis say he did with the money and 
the preferred stock? I want to read it. It isclassic. After stating 
that the oil mill and the compress turned the preferred stock and the 
cash over to them, he says he, in turn, allocated it on his books to the 
producers, and here is what he said: 
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To the best of our knowledge and belief, all of our farmer-patrons included the 
full amount of these patronage allocations in their incomes and paid income 
taxes thereon. As you know, no market value paper is taxable under the 
amended regulations. 

Gentlemen, in an important issue of this character, surely they 
could have come forward and showed you who was paid any money, 
and who paid any taxes on this money that the cooperatives have 
invested in these facilities. $32 million net worth has been created 
there to compete with us, and let me give you the results of the com- 
petition up to 1958-59. 

The Farmers Cooperative Compress at Lubbock in 1958-59 received 
446,997 bales of cotton and they bragged about it as being the largest 
on record of any interior company. It earned $1,045,000 profit on 
that volume of business. 

In Lubbock, Tex., is a taxpaying compress facility that has been 
there since 1918, one of the oldest in the business with a fine record 
of serving the farmers and the shippers of the State. in the 1958- 
59 season, its volume had been reduced to less than 25,000 bales and 
it operated at a net loss of $28,000. In its entire history it had never 
been operated at a loss. 

I had hoped to give you some figures with respect to the other 
circles on that map. 

In the lower Rio Grande Valley, for instance, the Valley Coopera- 
tive Oil Mill has a net worth of $1,765,000. In the upper Rio Grande 
Valley, you have two strong cooperative corporations. One of them, 
the Tornillo Cotton Oil Co. has 15 directors that have a net worth of 
$18,475,000. What in the name of commonsense were they doing 
with an income tax exemption ? 

Now, in the western block in the San Joaquin Valley of California, 
there is a cooperative that is engaged in the business all over that area 
and has recently erected a compress and warehouse facility at 
Houston, Tex., at a cost of more than $1,250,000, and in this volume 
here, that has been made part of the record by reference, you will find 
that they are launching a $26 million expansion program in that 
area. 

Now, Mr. Chairman, due to a recent attack of flu, I do not think 
I could talk much more if you gave me the time. Mr. Calhoun, who 
has cooperated with me, will discuss the proposed statutory remedies. 

[ want to say that it has been our proposal all along that coopera- 
tive corporation earnings ought to be subject to at least one tax and 
that they be permitted to deduct as a business expense only the 
patronage dividends that they paid to actual producers and farmers 
in cash—none of this pyramiding of these corporations to escape tax 
all the way down the line. 

With that, if it is agreeable, unless you want to ask me some ques- 
tions, I will defer to Mr. Calhoun. 

The Crarrman. Let us hear Mr. Calhoun before we interrogate 
you. 

Mr. Reep. Thank you. 
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STATEMENT OF LEONARD J. CALHOUN, IN BEHALF OF PUBLIC IN- 
FORMATION COMMITTEE OF THE COTTON INDUSTRIES 


Mr. Catuoun. Mr. Chairman, in the interest of time and so that 
we will not take more than was allotted, I will make only two or three 
of the several points that I covered at some length in the prepared 
statement which I ask be included in the record, with its appendix 
analyzing Mr. Rumble’s bill. 


The CHatrrMan. Without objection, your entire statement will be 
included in the record. 
(The statement follows :) 


STATEMENT OF LEONARD J. CALHOUN, SUPPLEMENTARY TO Mr. A. L. REED’s STATE- 
MENT BEFORE THE COMMITTEE ON WAYS AND MEANS 


The 1951 co-op tax compromise was predicated on the assumption that earnings 
of a co-op, retained by the co-op, were taxable to patrons under the now palpably 
inequitable legal fiction that by receiving a letter of advice or other document, 
the patron has received these earnings in cash and is liable for income taxes 
thereon. Co-ops have a big stake in this fiction. It had been exploited Iong 
before 1951 and is still exploited by co-op promoters as a basis of building up 
a co-op empire, based on retaining earnings—tax free for the promoted ¢o-op 
business, and predicated on the theory that the patrons were taxable on no 
market-value paper issued in lieu of the earnings retained by the co-ops free 
from corporation income taxes. 

Cireuit Courts of Appeal have now pointed out the inequities of, and have 
rejected, this constructive receipt fiction. The Supreme Court has refused cer- 
tiorari in one of these cases, the Woe case. In conformity with those cases, Treas- 
ury regulations predicated on the rejected fiction have been revised. They now 
base the patron’s tax liability on receipt of noncash allocations on their fair 
market value, if any, when received. This follows the general tax rule, based 
on equity and common sense. These new regulations were, of course, appro- 
priately made retroactive. Those victims who actually paid these taxes may 
now recover them. The Government has paid quite a price in lost revenues. 

Everyone has his own ideas as to the intent of the 1951 compromise. However, 
it was the general understanding at that time that except on nonbusiness items, 
co-op patrons were actually taxable at face value of non-cash-patronage divi- 
dends, regardless of fair market value of what they received. I do not believe 
that Congress intended to free co-ops from tax on income beyond the extent 
farmers were actually taxable. No one has suggested that it was the intent in 
1951 to free co-ops from taxation beyond this point. The new regulations, pre- 
scribing patron liability, adopted after the court decisions, show precisely where 
this point is. Even if you interpret the 1951 intent to be that co-ops should be 
free from taxes on their earnings insofar as it is possible to tax the patrons, the 
new regulations should be used as the basis of your amended law. This limita- 
tion would not satisfy co-op management, though it would follow the co-op motto 
to “buy at the market and sell at the market” and would apply this “market” 
test to the value of their own patronage paper. This basis of defining co-op tax 
escape would not be what business would view as an equitable readjustment of 
the present co-op tax privileges over competing business. But at least the Con- 
gressional intent to actually tax co-op earnings to someone would be preserved. 

It seems amazing that co-op management would face this committee with a 
proposition so inconsistent with fundamental principles as that of taxing patrons 
on income which they have neither actually nor constructively received. But 
that is what happens when a patron is taxed on more than the market value 
of a piece of paper when that is all he has received or has had a right to demand. 

Suppose a hypothetical situation which is highly improbable—that a co-op 
attorney or co-op manager agrees in advance to take for savings of a co-op due 
to his services, an allocation payable at the election of its directors of $1,000 
in cash or a $1,000 face amount certificate which bears no interest, is non- 
negotiable, is payable only at the discretion of the co-op’s board of directors, 
and is subordinate to any indebtedness the co-op then has or may thereafter 
incur, including a large loan under the terms of which such paper cannot be 
paid without the express consent of the lender. Suppose further that at the 
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end of the year the co-op directors elect to give him the certificate and not the 
cash. 

Can this Committee imagine this manager or attorney appearing before it 
voluntarily, and in his own interest, rather than in furtherance of a scheme 
for co-op tax escape, and asking that the law be changed so as to tax him on 
the face amount of this no market value certificate the year he received it? 

What about his appearing and asking that the law be changed so as to tax 
patrons on the face amount of exactly the same kind of certificate? This last 
is not a hypothetical situation. It is what is now happening. 

The several cases which have occurred striking down the constructive receipt 
doctrine would not have occurred if the co-ops in allocating amounts of their 
earnings to which they say their members are entitled, had relied on persuasion 
rather than bylaws when they wanted to keep these amounts for capital pur- 
poses. If the amount they say is due the patron had been actually made avail- 
able to him, with no strings attached, the Treasury could have collected from 
him on the basis of his constructive receipt, even though he were persuaded to 
invest it in the co-op. Instead, however, the cooperative corporations are ap- 
parently unwilling to trust the patron to invest the money with it. Even a 
casual look at the certificates that many offer, plainly indicates that their 
skepticism has a firm basis. So they have bylaws which when read in their 
entirety, end up with the patron having no right to go into court and demand 
anything—save perhaps issuance of a piece of paper which states that some- 
time in the future, in the discretion of the directors, he may get money up to 
the amount specified in the paper. And these co-op managements insist on your 
attempting to tax that amount. 

In view of co-op management’s interest in the constructive receipt fiction, 
attempts, notably by Wilfred E. Rumble, have been suggested to “get around” 
the present court decisions and resurrect, by statutory language, the now de 
ceased fiction of constructive receipt as a basis for taxing patrons and exempting 
the co-op on the face amount stated in noncash allocations. It is my purpose to 
point out why, in our opinion, this attempt probably would be no more success- 
ful than has been the attempt to do so by the now rejected prior regulations 
and rulings, and also to point out basic tax problems of revenue loss which must 
be faced even if this attempt were successful. 

Statutory language could hardly give the proposed legal fiction any more 
sanction by way of legislative recognition and approval than the sanction it 
already had under the doctrine laid down by the Supreme Court in the case of 
National Lead Co. v. U.S. (252 U.S. 140). 

The court in the National Lead case was dealing with the validity of calcula- 
tions and payments made pursuant to long established Treasury practice. The 
court said: “The reenacting of the drawback provision four times, without sub- 
stantial change, while this method of determining what should be paid under 
it was constantly being employed, amounts to an implied legislative recognition 
and approval of the executive construction of the statute.” , 

The history over the years of the congressional cognizance of constructive 
receipt and reinvestment treatment of noncash patronage allocations makes out 
a much stronger case than did the National Lead case, of “legislative recogni- 
tion and approval.” In this connection, it would be carrying coals to Newcastle 
to remind this committee of the specific occasions before and since 1951 when 
the matter of taxation of co-op earnings was considered by your committee and 
the Finance Committee, and the taxation of patrons under Treasury theory and 
practice was thoroughly understood, not only by these committees but by the 
Congress in general. 

The long established “constructive receipt” doctrine of the Treasury as ap- 
plied to noncash patronage distributions under which patrons were ruled tax- 
able on the face amount of paper allocations, has long been known to Congress. 
This has been evidenced both by testimony of Treasury witnesses and others 
before this committee and before the Senate Finance Committee, as well as by 
Treasury rulings. It was a key part of the basic reason for the so-called 1951 
compromise adopted by Congress. That patrons would be so taxable was the 
basis of not taxing the co-ops on paper allocations. 

In the interest of brevity, I shall refere only to certain testimony and prior 
rulings exhibited to the Senate Finance Committee in 1951 at hearings on the 
1951 Revenue Act which that committee reported out with the so-called 1951 
co-op tax compromise. 
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Mr. Wilfrid E. Rumble, in testifying before the Finance Committee in 1951 
in opposition to proposed taxation of cooperatives on noncash allocations, pre- 
sented to the committee a Treasury letter dated November 23, 1943, to the 
National Council of Farmer Cooperatives, which you will find on pages 1303 
and 1304 of those hearings. This Treasury letter specifically referred to the 
“constructive receipt” doctrine and ruled, in substance, that the “constructive 
receipt” doctrine governed regardless of “whether or not the certificates have a 
realizable market value.” He likewise introduced “Income Tax Information 
Release No. 2” (p. 1926 of the hearings) advising patrons that— 

“Distributions by cooperatives in the form of capital stock or in any form 
other than cash should be included in the gross income of the patrons to the 
same extent that such distributions would be included if paid in cash.” 

Mr. Kirby (Legislative Counsel, Treasury Department) testified (p. 1283) 
that “ * * * the patronage dividends can be paid and issued in either cash, 
scrip, or credit memorandum * * *, I think that the funds represented by scrip 
or stock are pretty generally used for the expansion of business of the co- 
operative * * * the scrip is considered as representing cash which is being 
reinvested by the member. This is also true in determining the tax in the case 
of any recipient of a patronage dividend * * * when the cooperative issues this 
scrip it is treated as though the cash were received by the member and then 
turned back to the cooperative in accordance with its rules and bylaws.” 

Mr. Kirby’s testimony was terminated on the suggestion by Senator Byrd 
that “these matters can be gone into in executive session.” 

In interpreting the statutory language of the 1951 amendments, the committee 
report made certain that the Congress clearly understood not only that exempt 
co-ops would continue to escape taxes on retained earnings, by making paper 
allocations, but that patrons would continue to be ruled taxable on receipt of 
these allocations on the face amount of the paper issued. The Finance Com- 
mittee report’s basic statement was that, as a result, excepting only earnings on 
personal purchases, “all cooperative earnings will be taxable to the cooperative 
or to the patron.” 

The permanent regulations respecting the 1951 language were adopted in 
1953, and these included paragraphs, in substance, formalizing the prior long- 
standing rulings on taxability of patrons on paper allocations. These were 
shortly supplemented by Revenue Ruling 54-10, C.B. 1954-1, 24. Congress 
thereafter reenacted the 1954 amendments at sections 521 and 522 of the 1954 
Internal Revenue Code. 

Thus it is manifest that in terms of congressional sanction and approval, 
the taxation of patrons on the receipt of co-op paper at its face value was 
perfectly clear. This intent would not be strengthened appreciably by writing 
into statute the now rejected longstanding regulations and rulings. 

A draft bill has been presented to the committee by Mr. Wilfrid E. Rumble. 
He stated that his bill was to “accomplish what it was thought had been accom- 
plished by the 1951 amendment of the Revenue Code (now sections 521 and 
522 of the code.)”’ 

Examination of these sections of the code make clear that they were intended 
to do only one thing—substitute a special tax formula for exempt cooperatives 
in lieu of the outright exemption previously enjoyed by them. 

This substitute formula provides that: 

(1) “Amounts paid as dividends,” and 

(2) “Amounts allocated * * * to patrons with respect to its income not 
derived from patronage shall be allowed as deductions from gross income” 
of exempt cooperatives, and that 

(3) “Patronage dividends, refunds, and rebates to patrons (whethe1 
paid in cash, merchandise, capital stock, revolving fund certificates, retain 
certificates, certificates of indebtedness, letters of advice, or in some other 
manner that discloses to each patron the dollar amount of such dividend, 
refund, or rebate) shall be taken into account in computing income in the 
same manner as in the case of a cooperative organization not exempt under 
section 521.” 

Thus it is crystal clear that— 

(1) “Patronage dividends, refunds and rebates to patrons” as used in 
this section means exactly what the term had come to mean in the rulings 
and decisions relating to nonexempt co-ops, and 

(2) That patronage dividends, refunds, and rebates of amounts allocated 
with respect to income not derived from patronage are not allowed in com- 
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puting gross incomes of nonexempt cooperatives. One of the two special 
privileges given exempt co-ops under the section was that this nonpatron- 
age income was made deductible to them. This special privilege was not 
and is not available to nonexempt co-ops under rulings or court decisions. 
And it is clear from the 1951 amendments that Congress did not intend to 
extend this privilege to nonexempt co-ops. 

It is thus quite surprising to find in the draft bill, by inadvertence or design, 
what appears to be a new privilege extended nonexempt cooperatives. Sub- 
section (c) of the bill provides that “notwithstanding the provisions of section 
522 gross income of an organization issuing a patronage refund or rebate, shall 
not include the amount of such patronage refund or rebate unless such pa- 
tronage refund is neither (1) a distribution in cash or property, nor (2) a non- 
cash allocation as defined in subsection (b) (1) hereof.” 

This appears to state that notwithstanding the clear intent of section 522 
not to permit exclusions or deductions of nonexempt co-ops of their patronage 
allocations of income from rents, capital gains, interest, dividends, etc., that 
any such allocation by them in cash, property or “noncash patronage allocations 
as defined in subsection (b)(1)” of the bill nevertheless shall be deducted in 
computing the co-ops’ gross income. 

Examination of the bill’s definition of “noncash patronage allocation” in 
(b)(1) appears to provide that the new privilege of escaping taxes by paper 
allocation of retained earnings not attributable to patronage is intended to be 
extended to nonexempt cooperatives. 

Subsection (b)(1)(c) of the bill, in defining noncash allocations, includes 
allocations both of— 

“(1) Net proceeds realized by the organization from products marketed 
for, or services or supplies sold to such patron, or both—which expresses 
the present limitation, and 

“(2) Net amounts, if any, realized by the organization with respect 
to income not derived from patronage.” 

Presently, nonexempt co-ops cannot take this latter item into account in com- 
puting their taxes. 

Extending this privilege to nonexempt co-ops that do not desire to pay divi- 
dends on stock would give them all of the practical tax advantages now enjoyed 
by exempt co-ops. This would particularly benefit city consumer cooperatives 
and their superstructure of wholesale and manufacturing co-ops as they cannot 
qualify under section 521 because not owned by farmers, and thus cannot pos- 
sibly under present law enjoy this special privilege. 

In his statement accompanying the bill, Mr. Rumble says: 

“The bill does not amend sections 521 or 522 of the Revenue Code.” This 
may be technically, but is not in substance, correct. When a draft bill like 
the Rumble bill provides that a provision shall be in effect “notwithstanding” 
a specified provision of existing law, the normal rule of interpretation is that 
the designated provision is in substance thus amended. 

In view of my limited time, I shall not go into some of the important periph- 
eral problems raised by the bill, such as taxing patrons who are not members 
on face value of noncash allocations or of attempting to tax members on face 
value when the co-op bylaws are inconsistent with any theory other than that 
they merely got a no-market-value piece of paper. 

Instead, let us take a case which not only meets the requirements of the 
Rumble proposal but is handpicked to support the theory of constructive receipt 
and reinvestment. If this case will not stand up, there is no reason to consider 
weaker situations. 

Let us make certain, first, that the recipient of the paper allocation is an 
accrual basis taxpayer to get away from any special defenses a cash basis 
taxpayer might have; second, that he is a member of the issuing co-op, so that 
his rights, as well as the co-op’s rights with respect to patronage allocations, are 
without question governed by the co-op’s bylaws; and, third, let us make cer- 
tain that the charter and bylaws offer maximum support for the construction 
investment and reinvestment theory. 

In short, let us consider the Long Poultry Farms case, which meets all the 
above specifications. 

In the Long Poultry Farms case, 249 F. 2d 726, the Court of Appeals of the 
Fourth Circuit had a case involving a co-op and one of its members. This 
co-op had quite ingenious bylaws, which provided : 

(1) “That its members and patrons would currently furnish money for 


its capital through their patronage. 
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(2) “The cooperative, at the discretion of its directors, might retain all 
patronage credits, allocated to its members, for its use as long as it wished. 

(3) “Revolving fund certificates would evidence these retained earnings, 
in face amounts equal to the patron’s credit for the year, and 

(4) “All such amounts shall have the same status as though they had 
been paid to the patrons in cash in pursuance of a legal obligation to do so 
and the patrons had then furnished corresponding amounts of capital for 
the association.” 

In addition, this taxpayer was on an accural basis, thus avoiding certain 
questions which a cash basis taxpayer might raise. 

In short, it was the best possible case which might be handpicked and brought 
against a taxpayer who had received no-market-value co-op paper. Besides 
the able attorneys from the Justice Department, attorneys Marion B. Plant and 
Hart H. Spiegel, of San Francisco, of counsel, were on the case as friends of 
the court. 

The court stated that: 


“It is argued that under implied agreement arising out of the provisions 
of the bylaws taxpayer in effect received in cash the amount of the credit 
and reinvested it in the revolving fund of the cooperative; but this is simply 
to exalt fiction and ignore reality. As said by this court in Home Furniture 
Co. v. Com’r. (4 Cir., 168 F. 2d 312, 313), ‘Economic realities, not legal formali- 
ties, determine tax consequences.’ The truth is that the taxpayer never received 
anything except a credit on the cooperative’s books which did not entitle it to 
receive anything except upon the conditions above enumerated, and only then 
if the directors of the cooperative should so determine. As said by the Tax 
Court in Carpenter vy. Com’r. (20 T.C. 603,608), a case in which certificates 
had been issued by the cooperative for the credit and not, as here, a mere entry 
made on the cooperative’s books: 

“We have found that the certificates with which we are dealing had no fair 
market value. Accordingly, they would not be taxable to the petitioner. * * *” 
(249 F. 2d at p. 728). 

The court cited with approval the Carpenter case, as affirmed on appeal, and 
quoted the following statement as appropriate to the facts of the case before 
it (p. 729): 

“The respondent could control neither the amount of the funds that he 
would ultimately receive nor the time at which he might receive them. These 
matters were left to the discretion of the cooperative’s directors, and even 
the directors could not pay off the certificates without written consent of the 
mortagee. Therefore, the respondent never actually or constructively received 
or had any right to receive anything but the certificate.” (Italic supplied.) 

This case, I feel, makes very dim the likelihood of success of any attempt by 
statute to create a “receipt and reinvestment” fiction for taxing co-op mem- 
bers, let alone taxing nonmember patrons, on scrip or other paper with no 
market value. The court questioned whether Congress even intended to tax co-op 
patrons on the inequitable basis urged by the Government. But the case was 
settled on the basic reasoning I have quoted. 

There are no guaranteed magic statutory words for taxing no-market-value 
paper at face value to patrons, in view of the decided cases. I respectfully 
suggest that you ask this question of anyone who asserts that the patron can be 
taxed with certainty : 

“Would you be satisfied if we write into statute your proposal for taxing 
patrons, and, in addition, write into the co-op taxing provisions that for tax 
purposes the co-ops shall be able to exclude patronage dividends to the extent 
and only to the extent that patrons are taxable on their receipt, and that in 
circumstances which patrons are held nontaxable a patronage allocation shall 
also be held not to be deductible or excludable from the co-op’s income?” 

In addition, ask yourselves whether you want to fix either patron tax liability 
or co-op tax liability on any such questionable a basis, or whether you want to 
do any tax legislating subjecting the revenues, as well as the taxpayers, to the 
outcome of prolonged litigation—which would be certain to ensue. 

If your answer is that the courts should sustain this fictitious value, then 
you must ask yourselves a still further question—what do you want to happen 
taxwise if the patron disposes of this item for, say, 5 percent of its face amount? 
Let me give you an example. John Doe gets a letter of advice that if and when 
the board of directors of co-op A gets around to it, they may decide to pay him 
$500. Suppose you could pass a valid law to tax him on the basis of this $500. 
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Suppose he then sells all his right, title, and interest in this 3500 “pie in 
the sky” prospect for $25. If tax time comes before he disposes of this item, 
he enters a $475 capital loss on his next income tax return. You have legislated 
him out of taxes on $500 which he did not get (on the basis of his receipt of a 
document with a $500 face amount). If he has disposed of his rights under 
this document for $25—5 percent of its face amount before he has filed his return, 
do you want him to enter a $500 item on a receipt and reinvestment theory 
and then deduct $475 on a capital-loss theory? If not, do you want to tell him 
“no capital loss, under the co-op’s bylaws you are not supposed to assign your 
rights?” It seems to me that you have added difficulties to meet and questions 
to answer if you assume that the courts can be “gotten around” by some statutory 
magic. I cannot believe that this problem was considered in 1951. 

It is most regrettable that in protecting co-op tax escape on retained earnings, 
co-op management has taken the position that co-op patrons to whom they 
“allocate” the co-op earnings which the co-op retains, should be taxed on these 
“allocations.” The patron’s tax treatment on these “allocations” which should 
be determined on its own merits, has thus been dragged into the issue by co-op 
management. At this point I should like to discuss briefly this tax treatment 
under present law, as now laid down by the courts and the recently amended 
Treasury regulations. 

The patron who markets his produce through, or purchases business supplies or 
services from, a cooperative, may actually receive in cash, or possibly merchan- 
dise at the end of the year, a proportionate share, calculated on a patronage 
basis, of the co-op’s net earnings for the year. He must include the sum so re- 
ceived, or the market value of the merchandise so received, in calculating his 
adjusted gross income. This much of the law is understandable. The patron 
is being taxed on actual receipts. I do not believe that even co-op management 
would recommend that the patron be taxed or the co-op be permitted tax credit, 
on more than the fair market value of merchandise the patron thus gets as a 
“patronage dividend.” I direct your attention to merchandise as it is the No. 2. 
item in the amended regulations, following item 1, cash. The regulations base 
the patron’s tax on fair market value of this item. It also uses fair market 
value as the yardstick for the third item. 

Item 3 of the regulations deals with the receipt of—and I quote, “Revolving 
fund certificates, retain certificates, certificates of indebtedness, letters of advice, 
or Similar documents,” and provides that they shall be taxed, like merchandise, 
on the basis of their fair market value, at the time of receipt. 

After item 3, the regulations contain two burden-of-proof rules for fair market 
value. One deals with, and I quote, any document containing an unconditional 
promise to pay a fixed sum of money on demand or at a fixed or determinable 
future time.” This rule is that kind of document “shall be considered to have a 
fair market value * * * unless it is clearly established to the contrary.” Note 
that this rule does not attempt to establish what the fair market value is. 

The other rule presumes that other patronage paper shgll be deemed to be 
without fair market value in the absence of proof to the contrary. 

The present Treasury proposal would escape the administrative headache of 
deciding market value by its 3-year proposal. At the end of that time the co-op 
is taxed unless it has paid off the paper, and in any event the patron is taxed 
only if he receives cash. This also protects the revenues. 

The so-called cash compromise is much simpler as it does away with the 8-year 
grace period. It also protects the revenues. In addition, it is consistent with 
the proposition of taxing earnings in the year earned. 

The “full taxation” proposal has the cash compromise virtues I have just 
mentioned and would mean substantially more revenues. 

The “tax credit” plan would mean full tax equality at the corporate level, but 
eventual taxes at patron income tax levels. But it would insure that little or no 
revenue would be lost by failure of patronage recipients to declare their pa- 
tronage dividend. It is the only plan that would tax consumer patrons on the 
same basis as farmer and other business purpose patrons. 

The “Rumble plan,” assuming that its provisions were not sustained by the 
courts, would mean a repetition of the situation which has existed over the last 
few years. If it were sustained, it would mean that at least the smart recipients 
of patronage paper without substantial market value would dispose of it and, 
in effect, restore to themselves substantially the “market value” treatment they 
have under the recently amended regulations. 
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It would seem most difficult to justify in any respect adoption of the Rumble 
bill. May I request that my further analysis of this bill be included as part of 
my statement? 

ANALYSIS OF RUMBLE BILL 


The statement of the author is that the bill is to “accomplish what it was 
thought would be accomplished by the 1951 amendment of the Revenue Code 
(now secs. 521 and 522 of the code).” 


TITLE OF BILL 


The title of the bill is “to provide for the treatment of non-cash-patronage 
allocations in the income of patrons.” 

Besides provisions respecting tax liability of patrons, the bill contains 
provisions respecting the income tax treatment of all organizations making cash 
and property or non-cash-patronage allocations. 

The title should be amended accordingly. 


GENERAL SCOPE OF BILL 


On even a cursory examination of the draft, one is struck by four facts: 

(1) The tax treatment of patrons is confined to treatment of non-cash- 
patronage allocations which the bill defines presumably leaving tax treatment 
of other patronage allocations to existing law. 

(2) The tax treatment of the cooperative includes treatment of patronage 
refund or rebate, which the bill does not define. It provides specifically for 
company tax escape on all such refunds and rebates either in cash or property 
or in non-cash-patronage allocations. Some of the results of this approach will 
be analyzed below. 

(3) The draft bill contains no provisions which satisfy the court’s fundamental 
reason for refusing to tax patrons on receipt of non-cash-patronage allocations 
at more than their fair market value, ifany. In this connection the bill proposes 
to set out in the statute a constructive receipt and reinvestment argument for 
face value treatment of these allocations. The courts have dismissed this 
argument as at best an attempt to exalt a fiction and ignore the facts. This 
aspect of the proposal was commented on in our principal statement to which 
this appendix has been added. 

(4) The statement of the author of the bill was that Mr. Mills had requested 
him to draft a bill “which in my opinion would accomplish what it was thought 
had been accomplished by the 1951 amendment” and that his draft was such a 
bill. At the same time he states that: 

“It is the intent of the bill to insure that the-net earnings or savings of 
cooperatives are taxed only once and then to either the cooperative or the patron 
but not both.” 

The actual intent of the 1951 amendments differs materially from his stated 
intent of the bill. The actual intent is clearly shown by the 1951 amendments 
themselves. They merely terminated a situation where unallocated earnings 
of exempt cooperatives were taxed neither to the co-op or to the patron. To 
this end the section exempting certain co-ops from all taxes was revised. This 
revision, in effect, limited their tax examption to co-op income (1)paid out as 
dividends, or (2) allocated to patrons with respect to income not derived from 
patronage and to patronage dividends, refunds, rebates and refunds which would 
be excludable in the case of a cooperative organization not exempt under 
section 521. 

Thus the actual intent was that an exempt co-op’s earnings would be taxed at 
least once—to the co-op or to the patron. The patron was understood to be 
taxable on dividends, on patronage allocations on income not derived from 
patronage and on allocation of true patronage dividends, refunds, and rebates” 
and the exempt co-op’s exemption was limited to excluding or deducting these 
items in its taxation. 

There was no intent to change the law at all with respect to the tax treatment 
of nonexempt co-ops. Instead the amendments specifically extended this treat- 
ment to the exempt co-op’s patronage dividends. Regardless of whether the 
patron may also be taxable, at that time as at present, nonexempt co-ops were 
permitted to exclude only allocations of true patronage dividends, refunds, and 
rebates, i.e., of earnings derived from patronage which, under an obligation 
arising before they were earned, were equitably distributed to the patrons in 
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question. Thus, even though the patron would also be taxed (except where a 
patronage allocation was based on his personal rather than his business purpose 
patronage) nonexempt co-ops are now and in 1951 were taxable on income 
not alllocated under conditions not making them true patronage dividends. 
Thus they were and are taxed on income though distributed as dividends on 
stock, allocations of income not derived from patronage, allocations of income 
to some patrons derived from patronage of other patrons ineligible to receive 
similar allocations, and on allocations not made pursuant to an obligation 
preceding receipt of the allocated income. 

Manifestly, there was no intention in 1951 to change this tax treatment of 
co-ops, though, as shown below, the pending bill appears to be intended to 
change this treatment in several important ways. 


TAX TREATMENT OF A CORPORATION’S “PATRON AGE ALLOCATIONS” OF CASH OR PROPERTY 


Existing regulations respecting taxation of organizations that distribute 
earnings on a patronage basis are limited to cooperative organizations. The 
treatment taxwise of nonexempt organizations patronage allocations of cash 
or property was not changed by the 1951 amendments. Under these, exempt 
cooperatives were treated the same as nonexempt on all patronage allocations 
except allocations of income not derived from patronage. 

The recent court decisions have not affected the rules for taxing distributions 
in cash or tangible property. They have only rejected face value treatment of 
paper allocations in computing the patron recipient’s taxes—and substituting 
the usual fair-market--value rule for the face amount rule. 

Under the long standing regulations as previously shown, co-ops have not 
been allowed to exclude taxwise all their patronage distributions even though 
made in cash or property. Nor would it appear appropriate to expand the scope 
of cash or property distribution which can be used to escape the corporation tax. 
This would be expanding tax escape instead of carrying out the intent of the 1951 
law. Conceivably, it might not be the intention of the Rumble draft to thus 
expand the 1951 law. However, that it does so is clear from the Rumble bill’s 
provisions with respect to cash and property distributions made on a patronage 
basis by any organization, whether or not an exempt co-op, making such 
distributions. 

SUBSECTION (C) OF THE RUMBLE BILL 


“* * * Gross income of an organization issuing a patronage refund or rebate, 
shall not include the amount of such refund or rebate unless such patronage 
refund or rebate is neither (1) a distribution in cash or property, nor (2) ‘a 
non-cash-patronage allocation as defined in subsection (B) (1).” 

Thus any distribution in cash or property is plainly nontaxable to the cor- 
poration if it is a patronage refund or rebate. 

The draft bill creates some question as to the intended meaning of patronage 
dividend or rebate as section 522 of the code (which with sec. 521 make up the 
1951 amendments) uses the term “patronage dividends, refunds, and rebates.” 
This phrase is defined in the regulations as excluding amounts to redeem or 
satisfy outstanding capital stock or other paper allocations, or any amount pay- 
able without reference to earnings. Except for this restriction co-ops which 
have escaped tax by issuing paper allocations could escape taxes again by 
redeeming the paper. 

Otherwise the phrase is defined to include “any amount allocated by a co- 
operative to the account of a patron on the basis of the business done with or for 
such patron.” 

NONCASH PATRONAGE ALLOCATIONS 


Prior to the recent court decisions, the regulations regarded “paper” allo- 
cations for tax purposes as being the equivalent to a cash payment in the face 
amount of the paper. After these decisions the regulations were amended so 
now for tax purposes receipt of a paper allocation is disregarded if at that time 
it has no fair market value. If it has, it is treated as receipt of an amount 
equal to its fair market value. 

Otherwise than this value treatment exactly the same tax rules apply to cash 
and to paper allocations. 

The draft bill, however, besides provisions intended to restore face value tax 
treatment to paper allocations, prescribes certain other rules which distinguish 
paper and cash allocations for tax purposes. 
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As shown in the analysis of cash allocations, the draft bill entirely scraps the 
present requirement that allocation of a cash “patronage refund or rebate” be 
made pursuant to a valid obligation in existence before the income in question 
was earned. 

The bill in defining “non-cash-patronage allocation,” however, requires that 
“distribution or credit is made pursuant to an obligation to return to such 
patron * * * net proceeds * * * from products marketed for or services or 
supplies sold to such patrons.” 

The difference in treatment of cash and paper is thus quite substantial under 
the bill, and the difference in their treatment under the bill and under the 
present law and the law in 1951 is also quite substantial. Why should “dis- 
tribution pursuant to an obligation” be required in “paper” but not cash? Why 
should the requirement that an obligation to allocate must arise prior to receipt 
by the co-op of the allocated income, presently required as a condition of the 
co-ops’ tax escape, now be dropped ? 

As previously mentioned, nonexempt co-ops under no circumstances could 
include in computing their taxes, allocations though made on a patronage basis, 
and whether in cash or paper of income not derived from patronage, while under 
the bill this requirement was scrapped for cash allocations. 

Under the bill, non-cash-patronage allocations are likewise made excludable by 
the co-op even though with respect to income not derived from patronage. 
However, they are subject to the condition that “the patron accepts (in the man- 
ner described in par. 3) * * * such non-cash-patronage allocation as satisfac 
tion * * * of such obligation,” i.e., an obligation to distribute. 

Why the differences between cash and noncash allocations? 

The basis for the disparity in treatment of cash and noncash patronage alloca- 
tions appears to be that the author believes that with (and only with) certain 
conditions is it possible to tax the patron on the basis of face value of noncash 
allocations. 

The intention seems to be to free the co-op from tax wherever the patron 
can be fully taxed on receipt of a patronage allocation, and to scrap other 
kinds of conditions as previously set out, imposed by present law, which must 
be met by a co-op for tax credit. Thus, since there is no face-value problem 
in cash patronage distributions, the draft makes these excludable by co-ops 
without any requirements of obligation of the co-op to distribute or acceptance 
by the patron in satisfaction of the obligation, etc. But at the same time the 
draft imposes these on noncash allocations, because thought essential to taxing 
patrons on their face amount rather than their fair market value, if any. 


PROVISIONS INTENDED TO FORCE COURTS TO ADOPT A FACE-AMOUNT BASIS FOR TAXATION 
OF PATRONS 


The problem of supporting an argument that a person receiving a certificate 
or letter of advice stating some face amount has thereby constructively received 
that amount, is manifestly a tough problem. As has been pointed out in the 
principal statement, the argument was given maximum possible support in 
the Long Poultry Farms case. In that case, the patron was under an obliga- 
tion to invest in the co-op amounts decided by the board of directors, up to the 
amount of any patronage allocation of earnings he might become entitled to 
receive, and on making such investment he was entitled to receive and did 
receive “paper.” He was allocated an amount, this amount was—in the sense 
that it was retained by the co-op—invested in the co-op, and the patron received 
his paper. However, the court refused to tax him, holding that it would not 
exalt this theoretical situation at the expense of the economic actualities—he 
had never received, or had an enforceable right to receive, any more than the 
credit slip—which had no fair market value. 

The Rumble bill does not require anything like as effective theoretical situa- 
tions as occurred in the Long case. For the proposal does not even limit its 
application to cases where the co-op imposes an obligation on the patron to 
invest in the co-op-in an amount up to the amount it may be obligated to pay 
him as patronage. Its pertinent provisions are rather brief, but are somewhat 
baffling. 

Subsection (b) of the bill has a definition of noncash patronage allocation 
with requirements (a) that the patron be notified of the amount of his alloca- 
tion, (>) that the amount be determined on a patronage basis, and (c) that the 
distribution be made pursuant to an obligation * * * to return to such patron 
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net proceeds realized from business done wih him, and net amounts real- 
ized * * * with income not derived from patronage. This description was met 
by the facts in the Long case. 

The bill also contains a condition (d) of this subsection, interpretation of 
which requires reference to clauses (2) the amount of a noncash allocation, 
and (8) acceptance of amount as satisfaction of obligation. The definition of 
“amount” is “the dollar amount specified therein or otherwise disclosed to the 
patron as the amount of the distribution or credit.” 

Clause (3) provides that the allocation shall be considered to have been 
accepted, if bylaws or other documents binding on him or notice given him 
at or prior to a business transaction, provides or the patron agrees in writing— 
that doing business with such organization constitutes agreement to acccept 
the amount of such noncash allocation in satisfaction * * * of the obligation 
to return net proceeds or other net amounts described above in (¢). 

Read in connection with clause (2), the agreement to accept the amount of 
such noneash allocation would seem to mean “agreement to accept the amount 
specified in the allocation, or otherwise disclosed to the patron.” His agree- 
ment would be to accept this face amount in satisfaction of the obligation of 
the co-op to pay him net proceeds of business done with him or net amounts 
otherwise realized by the co-op. 

So far it is difficult to ascribe any meaning to the above except that the 
patron agrees in advance that the amount specified in the certificate or letter 
shall be conclusive of the amount of his claim against the cooperative, and 
that he agrees to accept this amount in satisfaction of his claim. 

Condition (d) in the definition of noncash patronage allocation requires that 
the patron accepts * * * the amount of such noncash allocation as satisfac- 
tion * * * of such obligation. 

This sounds as if it were intended that payment of the face amount is meant, 
though obviously this not the case—for (d) is part of the definition of “‘noncash 
patronage allocation.” 

Possibly it is intended to mean that the patron shall be considered to have 
agreed to accept a “paper” allocation specifying an amount as conclusive that the 
amount specified is the amount due the patron, and the document is accepted 
in satisfaction of such amount. 

However, this does not further any theory that the amount was actually made 
available to him. It clearly applies to situations where all he can get is the 
paper. It describes a situation where he received a piece of paper in satisfac- 
tion of a claim in an amount stated on the paper. Assuming that he did so, 
this would not mean that he thereby became taxable on more than the market 
value of the paper he took in satisfaction of his claim. 

The draft bill further provides that if (@) a nonecash patronage allocation 
is received by a patron * * * and (0b) the organization issuing such allocation 
is obligated * * * to return to the patron proceeds resulting from business 
done with him and other amounts, then such patronage allocation shall be 
deemed money is deemed * * * immediately to have been ‘invested in such 

On what is predicated this statutory magic—deeming paper to be money? 
It does not seem to be given even a colorable basis by the other provisions 
quoted above. 

The deeming is certainly not strengthened by the further provision that this 
deemed money is deemed * * * immediately to have been invested in such 
organization. Of what possible importance is it in taxing this person to deem 
that he invested, spent, banked, or otherwise let go of his deemed money ? 


Mr. Catnoun. I shall not discuss the approaches to the taxation 
of co-op earnings that were suggested this morning by one group. As 
I interpreted it, their testimony reflects a feeling among some of the 
cooperative associations that you should not tax members on more 
than the cooperatives have actually given the members. That is 
rather fundamental. 

I think that a fatal weakness that we did not really appreciate 
at the time of the 1951 compromise was that. farmers were being taxed 
on no-fair-market value paper. As I remember, this committee did 
not consider the 1951 compromise as a committee. House conferees 
accepted it when it came over from the Senate side. Courts have 
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now held you cannot make a silk purse out of a sow’s ear for tax 
purposes—that you cannot, by any mumbo jumbo of words or fiction, 
create income where no income exists. That was the basis of the cir- 
cuit court of appeals decisions. That was why they were uniform. 
That is why the Supreme Court has refused certiorari. As I will show 
a little later, instead of the Treasury being lax in presenting these 
cases, aS some co-op witness suggested, Treasury handpicked the best 
possible case to present. One of the cases, the last case they presented, 
was extra handpicked so as to be certain that it involved an accrual 
basis taxpayer. This made certain that the decisions would cover 
accrual taxpayers, and cash basis taxpayers. 

The remarks that I am going to address will be addressed primarily 
to the Rumble proposal and to the persons who have sought to support 
that proposal. 

It seems to me amazing that any group reflecting co-op management 
and co-op attorneys would face this committee with a proposition 
so inconsistent with fundamental principles as that of taxing patrons 
on income which they have neither actually nor constructively 
received. 

Suppose a hypothetical situation which is highly improbable— 
that a co-op attorney or co-op manager agrees in advance to take 
for “savings” of a co-op due to his services, an allocation payable at 
the election of its directors of $1,000 in cash or a $1,000 face amount 
certificate which bears no interest, is nonnegotiable, is payable only at 
the discretion of the co-op’s board of directors, and is subordinate 
to any indebtedness the co-op then has or may thereafter incur, includ- 
ing a large loan under the terms of which such paper cannot be paid 
without the express consent of the lender. Suppose further that at 
the end of the year the co-op directors elect to give him the certificate 
and not the cash. 

Can this committee imagine this manager or attorney appearing 
before it voluntarily, and in his own interest, rather than in further- 
ance of a scheme for co-op tax escape, and asking that the law be 
now changed so as to tax him on the face amount of this no market 
value certificate the year he receives it ? 

What about his appearing and asking that the law be changed so 
as to tax patrons on the face amount of exactly the same kind of 
certificate? This last is not a hypothetical situation. It is what is 
now happening. That is what is proposed under the Rumble draft. 

When we start analyzing the Rumble draft, we find that it proposes 
that you express your intent to tax patrons on co-op paper by enacting 
the bill. The doctrine of National Lead Company v. U.S., which I 
have analyzed in my statement, is that congressional intent can be 
inferred from recurrent legislation after a practice is established. 
Under this established doctrine Congress by prior actions occurring 
before the recent court decisions had clearly shown legislative intent 
that patrons would pay taxes on this co-op paper. 

That intent was a weakness of the 1951 proposal. It is a funda- 
mental weakness. Nor in my opinion can it be rectified by statutory 
fiction or argument. We think a farmer requiring co-op paper cannot 
be taxed on its receipt for more than its market value at that time. 

Has the Rumble draft gone beyond the intent of the 1951 law? It 
seems crystal clear when we look into the existing law that “patronage 
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dividends, refunds, and rebates to patrons,” as used in the 1951 amend- 
ments, means exactly what the term has come to mean in rulings and 
decisions relating to nonexempt co-ops; that is, taxable co-ops. Thus 
patronage dividends and rebates of amounts allocated with respect 
to income not derived from patronage are not allowed in computing 
gross incomes of nonexempt cooperatives. 

The 1951 law provided that exempt co-ops should have the same 
treatment for patronage dividends, genuine ones, as nonexempt co-ops. 

It is thus quite surprising to find in the draft bill, by inadvertence 
or design, what appears to be a new privilege extended nonexempt 
cooperatives. Subsection (c) of the bill provides that “notwithstand- 
ing the provisions of section 522 gross income of an organization 
issuing a patronage refund or rebate, shall not include the amount 
of such patronage refund or rebate unless such patronage refund 
is neither (1) a distribution in cash or property, nor (2) a noncash 
allocation as defined in subsection (b)(1) hereof.” That is difficult 
language. I think that states that notwithstanding the clear intent 
of 522 of not permitting exclusions by any but exempt co-ops, of allo- 
cated income from rents, capital gains, interest and dividends, and 
so forth, that this privilege is extended by the bill to nonexempt 
co-ops. The bill’s definition of non-co-op patronage allocations which 
is made applicable to both exempt and nonexempt co-ops, is this: 
“net proceeds realized by the organization from products * * *” and 
“net amounts, if any, realized by the organization with respect to 
income not derived from patronage.” Thus under this draft the 
presently nonexempt co-ops can escape on this nonpatronage income 
which previously only exempt co-ops could allocate away. I do not 
believe that it was the intention in 1951. It was not intended by the law 
in 1951 to benefit city consumer cooperatives and their superstructures 
of wholesale and manufacturing cooperatives who cannot qualify 
under section 521 by giving them the privilege of making a disap- 
pearance taxwise of income not relating to patronage, through the 
device of allocations. 

I want to mention briefly the Zong Poultry case to show what I 
stated previously, that the very best possible case has been before the 
courts, that is was handpicked. 

Let us look at the specifications of the Zong Poultry case. In 
the Long Poultry case, the co-op had the most ingenious bylaws 
possible. These provided, and I quote: 

(1) That its members and patrons would currently furnish money for its 
capital through their patronage. 

(2) The cooperative, at the discretion of its directors, might retain all 
patronage credits, allocated to its members, for its use as long as it wished. 


(3) Revolving fund certificates would evidence these retained earnings, in 
face amounts equal to the patron’s credit for the year. 


This No. 3 issummarized. 


(4) All such amounts shall have the same status as though they had 
been paid to the patrons in cash in pursuance of a legal obligation to do so 
and the patrons had then furnished corresponding amounts of capital for 
the association. 


This is an exact quote. So we have the fiction of investment 
and reinvestment in this case and we are dealing with a member 


who is supposed to have been bound by the language of the regula- 
tions and he was an accrual basis taxpayer. In short, it was the best 
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possible case that could be handpicked and presented by the court. 
I will read just a fraction of what the court stated in its decision. 

It is argued that under implied agreement arising out of the provisions 
of the bylaws taxpayer in effect received in cash the amount of the credit 


and reinvested it in the revolving fund of the cooperative; but this is simply 
to exalt fiction and ignore reality. 


And then the court went into details of why the patron was not 
taxable. 

It is our hope and belief that the mistake that was made in 1951 
will not be repeated. It cannot be now assumed that Congress 
would be sustained in any statute violating fundamental principles 
as well as, I believe, constitutional law, by an attempt to tax people 
on a value that they have neither actually nor constructively received. 

Let us suppose that I am wrong. Let us suppose that the Rumble 
draft does have some magic words. Let us suppose it is enacted 
and stands up in court. What do you expect to have happen taxwise if 
the patron disposes of his co-op paper that is of no market value to 
him? Suppose John Doe gets a letter of advice that if and when 
the board of directors of Co-op A gets around to it they may decide 
to pay him $500. Suppose you pass legislation which ‘will tax him 
on the basis of that $500? Suppose, then, he sells all his right, title, 
and interest in this $500 pie-in-the-sky paper for $25. If tax time 
comes around after he disposes of this paper and you require him 
to fill in a return following the fiction, maybe he puts in the $500 
in fictitious income that he did not get, but then he will put down 
$475 capital loss for this certificate that he sold for $25, so that you 
end up willy-nilly collecting no more than the market value of the 
security that he sold. 

Under what stretch of the imagination can we say that the $500 
of co-op earnings has been taxed to the patrons or to the co-op? 
Here, the co-op escaped tax on $500. The patron, unless you could 
figure some way to trap him, will pay tax on $25, and $475 is untaxed. 
It is that simple. 

If you leave the present regulations in effect and do not pass a bill, 
such as is suggested by Mr. Rumble, then all farmers will have the 
same advantage and you will continue with the same loss where no- 
body is taxed. But, if you pass the Rumble bill, I think that it is as 
plain as a pikestaff that all of the larger farmers and all that have 
the advice of competent counsel are going to dispose one way or an- 
other of their no market value co-op paper that they think might 
otherwise be taxed to them at face value. You end up by pressuring 
them into taking pieces of paper out of their hope chest and selling it to 
their “second cousin” and Uncle Sam collecting, in the case I illus- 
trated, on $25 of $500 in co-op earnings. 

I wish I had the time to fully develop the situations which would 
arise if you adopted the Rumble plan. However, I feel that this com- 
mittee is not going to attempt to tax worthless paper in the hands of 
patrons. 

Besides the Rumble bill, you have the Treasury bill and also the 
cash compromise which, of course, is simpler than the Treasury com- 
promise because the Treasury compromise has the. headaches incident 
to giving a 3-year “breathing spell” before tax collection. The full 
taxation proposal, which you also have, has the virtue that would 
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mean complete equality and more revenue. The tax credit plan which 
has been discussed by witnesses at some length, would meet full tax 
equality at the corporate level but eventually taxes co-op income at 
patron income levels. 

There is one thing that should be said, however, about this last plan. 
It would insure that little or no revenue loss would be lost by failure 
of patronage recipients to declare their patronage dividends and 
furthermore—and I think as a matter of principle this is important— 
It is the only plan that has been proposed except the Mason bill that 
that would tax consumer co-ops and their patrons on the same basis as 
farmer co-ops and its patrons. It is the only bill that would put the 
city consumer in dealings with the co-ops in exactly the position that 
the farmer is. 

The Rumble plan, assuming that its provisions were not sustained 
by the courts, of course, would mean a repetition of the re 
which has existed over the last few years. If it were sustained, i 
would mean that at least the smart recipients of patronage siohe 
would escape tax. 

It seems to me most difficult to find any basis which would justify 
adoption of the Rumble bill. It does not cure the fatal weakness of the 
1951 act. No longer can we assume, as was assumed in 1951 relying on 
the regulations, that you can tax people on something that they had 
no actual or constructive right to receive. The courts killed those 
regulations. We do not believe you will attempt their statutory 
resurrection. 

The Cuairman. Mr. Reed and Mr. Calhoun, we thank you both 
for this discussion of this issue and the presentation of your views. 

Are there any questions of these gentlement? If not, we thank you. 

The CuatrmMan. Our next witness is Mr. John A. Baker, director of 
legislative services of the National Farmers Union. 

Mr. Baker, although I have known you for a great number of years 
and you have appeared before the committee in “the past, for the pur- 
poses of this record, we will ask you to again identify yourself. 


STATEMENT OF JOHN A. BAKER, DIRECTOR OF LEGISLATIVE 
SERVICES, NATIONAL FARMERS UNION 


Mr. Joun Baker. Thank you, Mr. Chairman. 

Mr. Chairman and gentlemen of the committee, it is an honor to 
represent the Farmers Union before your committee. 

I hope it will not embarrass the chairman, a fellow Arkansan, nor 
violate the rules of the committee if I preface my statement with a 
brief personal remark. 

The Cuamman. You may be out of order. I just looked ahead. 

Mr. Joun Baker. We from the hills of Arkansas, are proud, and the 
farmpeople of this Nation are fortunate, that there came from 
among us a great young national leader with the aiieenas scholar- 
ship, ‘integrity and humility that characterize Wilbur Mills. We 
know that the chairman, and indeed the full committee as now con- 
stituted, will do always what is best for the Nation and mankind, 
with full justice to all. 

I shall confine my testimony to a brief simple statement of our 
position on the grave issue before you. 
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We do not ask any special tax privileges or treatment for coopera- 
tives different from that accorded other business enterprises, similarly 
situated. In this regard, we fully subscribe to and support the posi- 
tion and point of view so brilliantly presented to your committee by 
Mr. Wilfrid Rumble and Mr. Richard Magnuson, who are closely 
associated with many Farmers Union affiliated cooperatives. We 
believe that adoption of the language he has recommended will ad- 
equately and correctly clarify the tax status of farmers’ cooperatives 
and their patrons. We believe that farmers generally and indivi- 
dually think this is the appropriate solution. Our county meetings 
and State and National conventions have gone on record in this 
regard by vote of farmer delegates representing local farmer members. 

Our national convention resolution on this subject is appended to 
my statement and I request it be placed in your record immediately 
following my oral remarks. 

The CHarrMan. Without objection, it will be included in the record 
at that point. 

Mr. Joun Baker. As the chairman and many other members of your 
committee know so well, many farmers in the past few years have 
not been able to obtain enough income to qualify for the honor of 
paying Federal income tax. 

Many other farmers who are fortunate enough to qualify have 
already been assuming their full tax liability, in accordance with the 
spirit and intent of the 1951 amendments. 

Certainly, clarification of the law will be no hardship in these two 
cases, 

Some farmers, exercising their full legal rights have, of course, de- 
ferred declaration of such income until received in cash. We believe 
that , in recognition of the particularly disadvantaged current status 
of farmers in our national economy, they should have, on some reason- 
able basis, an option as to how quickly they must get current on past 
deferments. 

One final point I want to make isthis: The need to clarify the tax 
law with respect to farmer cooperatives and their patrons is only one 
of a very great many improvements that should be made in the Inter- 
nal Revenue Code. Wesee no justice in singling out cooperatives and 
their patrons for special quick action while leaving in existing law 
many loopholes, avoidances, and injustices involving huge amounts 
for correction at some later date. 

I know that your committee will not be a party to any attempt to 
punish farmers or their cooperatives nor to use the tax statute as a 
regulatory measure to direct cooperatives as to the business methods 
they shall use. We appreciate the attitude of your committee in this 
regard and shall cooperate with you in every appropriate way to 
resolve the tangled problems that confront you. 

Thank you for granting me the time to present this statement and 
for placing our convention resolution, which follows, in your record. 

The Cuatrman. Mr. Baker, thank you very much for coming to the 
committee and giving us the benefit of your thinking with respect to 
this matter. 

I appreciate, too, the personal observation that you made with 
respect to me. 

Are there any questions of Mr. Baker ? 
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Thank you, sir. 

Mr. Joun Baker. Thank you. 

(The resolution follows: ) 

We reaffirm our stand against punitive taxation of cooperatives. We are 
opposed to enactment of legislation classifying cooperative savings as corporation 
profits. Such savings are refunded in cash or as certificates of allocated reserves 
or other evidence of indebtedness to patrons and as such are income to the 
patron, not the cooperative, and should be subject to personal income tax liability 
of the patron rather than to corporation profits tax. Such patronage refunds as 
are made in the form of certificates of allocated reserves should be made legally 
liable for inclusion as income in personal income tax return of the patron in 
the year when the certificate is received at face value of the certificate in the 
same manner as if the refund had been received in cash. We are opposed to the 
imposition on cooperatives of punitive regulations respecting such certificates 
such as specified redemption rates, tax deferment and required interest such as 
was recently recommended by the Secretary of the Treasury. 


The Cuatrman. Our next and final witness today is Mr. Samuel 
J. Lanahan. 

Although we recall your previous appearances before the commit- 
tee, will you, for the purposes of this record, again identify yourself? 


STATEMENT OF SAMUEL J. LANAHAN, ATTORNEY, 
WASHINGTON, D.C. 


Mr. Lananan. My name is Samuel J. Lanahan. I am a member of 
the firm of Wilmer & Broun of Washington, D.C. I want to say at 
the outset that I am here not representing any person or organization. 

I would like, first, to make a few observations on the panel discus- 
sions in connection with the tax revision hearings which took place in 
November and December. I was privileged to be a member of the 
panel on cooperatives and was enormously impressed by the effective- 
ness of the representatives of the cooperatives who spoke at that time. 

When a lawyer has a bad case, he may frequently discuss matters 
which are irrelevant to the issue, and I submit that the testimony 
offered by the cooperative representatives was totally irrelevant. 

In the first place, we heard a talk on the relationship of the member 
of the cooperative to the cooperative and whether the cooperative held 
the earnings which should be distributed as a patronage dividend as a 
debtor. All this groundwork led up to the question of whether or not 
it was constitutional to impose a tax on the net margins of 
cooperatives. 

I believe that this committee has already answered that constitu- 
tional question. I think the short answer to it appeared in the Life 
Insurance Company Tax Act of 1959 where a tax was imposed on the 
underwriting gains of mutual life insurance companies and, if this 
committee believed it was constitutional to do that, I do not see how 
there could be any further fears of the constitutionality of a tax on 
cooperatives. 

In addition, there was an effort made to minimize the amount of 
revenue involved in taxing cooperatives. This minimization program 
had two parts to it. 

First, there would only be a small benefit to the Federal budget 
from taxing cooperatives, and, second, there was an attempt to demon- 
strate the smallness of cooperatives particularly in relation to 
taxpaying businesses. 
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Now, I think that that has been pretty well refuted by the statement 
offered by the Treasury Department at these hearings. 

I call your attention to the statement made by Mr. Glasmann, which 
says: “The average farmers marketing and purchasing cooperative 
did over $1 million worth of business in 1956. The average 
corporation had receipts of less than $750,000.” 

Actually, smallness is not the problem. The prablem of coopera- 
tives is the unfair competition which can be given by cooperatives to 
fully taxpaying business and can be given most effectively because it 
pays no tax. 

I would also like to point out that when this committee considered 
imposing a tax on business activities of certain charitable organiza- 
tions in 1950, the revenue estimates then offered to determine how 
much revenue such a tax would raise showed that the bill, as finally 
enacted, would produce revenue of $60 million on an annual basis. 

Now, you have heard a good deal of testimony about reenforcing 
the 1951 amendment. I do not know the committee’s reaction to this 
proposal; but I would like to offer an analogy for consideration by 
this committee. 

Let us assume that in 1951 when we were engaged in the Korean 
conflict, you discovered that the executive branch of the Government, 
through the Defense Department, let a contract for a billion dollars 
for the manufacture of bows and arrows. I think that the legislative 
branch of the Government would be startled. 

Let us assume further that the bows and arrows on delivery proved 
defective. The strings were not much good and the weight was on the 
rear end of the arrow. I think that the legislative branch of the Gov- 
ernment would be amazed if it discovered that during the following 
9-year period, the Defense Department was pouring additional bil- 
lions into perfecting the defective bows and arrows. 

I think that the bow and arrow is not responsive to our defense needs 
just as I think the 1951 amendment never was responsive to the coop- 
erative problem and is not responsive even if reinforced. 

Now, you have heard some comments on the Rumble proposal. I 
will not repeat those. I would like, however, to add one that I have 
not heard made yet. The Rumble proposal requires the patron to 
agree to accept the amount of the noncash allocation in satisfaction 
of the obligation of the cooperative. He accepts this allocation and 
apparently the cooperative, if we must believe the language, will no 
longer be obligated to pay him at. all. The obligation has disappeared. 
I assume that that is what is intended here. 

I think, in the first place, that this proposal of Mr. Rumble shows 
the divergence of interest between the cooperatives and the farmers. 
It seems almost an act of vengeance. Perhaps farmers have become 
importunate in their demands for cash which is rightfully theirs. 
Perhaps it is intended to discipline them by this proposal. 

In addition, it seems unlikely if the cooperative goes broke that the 
farmer is entitled to a bad debt deduction since the farmer takes in 
this amount in -income and the obligation, by the fiat of the statute, 
is fully satisfied. Nor is the farmer entitled to a worthless stock loss. 
He has had full satisfaction of the obligation. It is a very unusual 
proposal. 


iad y tae cin i Rte Ne NATED Tis AICTE 


SRE we aca AA 


auengnn 








sha i Shi ih a ae: aA aah lamas 





RIOD ts) OP 


meters 
a Mila 


ee 


| OO amet WORLD 00. 








TAX TREATMENT OF EARNINGS OF COOPERATIVES 405 


Now, I do not need all the time which this committee has generously 
given me, but I do want to say that it is my opinion that the only appro- 
priate legislation to be adopted is legislation which is directed at the 
tax problem resulting from the nature of cooperative activity. The 
competitive advantage which freedom from the income tax gives coop- 
eratives is most marked when they engage in manufacturing, process- 
ing and mining. A further problem which must be met is the ' ability 
of cooperatives to accumulate, without tax, large amount of earnings. 

I have, in the December hearings, offered proposals, which I will 
not repeat at this time, directed tow ward these two problems. 

Thank you. 

The Cuairman. Thank you, Mr. Lanahan. 

Are there any questions of Mr. spree 

We rec: all your assistance in the panel discussion on this matter in 
December. 

We appreciate again your appearance before the committee. 

Mr. Lananan. Thank you, sir. 

The Cuairrman. Without objection, I will place in the record at this 
point the statements of Mr. William Jackman, president of Investors 
League, Inc., New York, N.Y.; Benjamin M. Parker, chairman of the 
Taxation Committee of the National Retail Merchants Association, 
New York, N.Y.; and Paul Foreman, treasurer of the Collier Carbon 
and Chemical Corp., each on behalf of his respective organization. 

(The statements follow :) 


STATEMENT OF WILLIAM JACKMAN, PRESIDENT, INVESTORS LEAGUE, INC., ON 
Tax TREATMENT OF COOPERATIVES 


My name is William Jackman. I am president of Investors League, Inc., New 
York, N.Y. The Investors League is a nonprofit, nonpartisan, voluntary mem- 
bership organization of individual investors, small and large, residing in every 
State of the Union. 

Mr. Chairman and members of the committee: On behalf of our thousands of 
taxpaying investor-members, I wish to thank you for the privilege of presenting 
our views on the proposals now before you pertaining to taxation of cooperatives. 

Generally speaking, cooperatives take the legal form of corporations. They 
enjoy fully the advantages of the corporate form of doing business. Most coop- 
erative make “profits” on which no Federal income taxes are paid, but which 
are retained and used to expand their operations in direct competition with 
ordinary business corporations which must pay a Federal income tax on their 
profits amounting to 30 percent of their first $25,000 of earnings and 52 percent 
on the balance. In addition, shareholders of these ordinary corporations must 
pay personal Federal income taxes on amounts distributed to them as dividends 
after the corporate tax has been paid. 

Tax justice demands that cooperatives and their patrons be taxed exactly 
the way ordinary corporations and their shareholders are taxed. 

This would mean that cooperatives pay Federal income taxes at the regular 
corporate rates on any amounts remaining after payment of operating expenses, 
including interest, local taxes, and depreciation. Under recent IRS rulings, 
(until repealed by Congress as proposed in H.R. 7123 by Congressman Hale 
Boggs), corporate taxes would in justice also have to be paid on any amounts 
spent by cooperatives in influencing legislation. Any distribution of remaining 
profits to cooperative patrons would then be taxable at Federal individual in- 
come tax rates to the individual patronage recipients. 

If cooperatives made no such profits, there would be no Federal income taxes 
payable. 

The Investors League is opposed to all of the proposals before this committee 
which would seek to compromise with the simple principles of justice and equality 
outlined above. 
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Furthermore, we well realize that we are recommending, paradoxically, the 
extension of double taxation of corporate earnings, a method of taxation to 
which we are unalterably opposed because of the gross injustice it imposes on 
the corporate investor. 

We believe that Federal tax policy should be directed toward ultimate com- 
plete elimination of such double taxation. In the meantime, however, we feel 
that cooperatives should be accorded the same treatment taxwise as other cor- 
porations, and that the new revenues to the Treasury from taxes on cooperatives 


be applied to reduction of the Federal corporate income tax rates of all corpora- 
tions, including the cooperatives. 


STATEMENT BY BENJAMIN M. PARKER ON BEHALF OF THE NATIONAL RETAIL 
MERCHANTS ASSOCIATION REGARDING THE TAXATION OF COOPERATIVES 


INTRODUCTION 


My name is Benjamin M. Parker. I am chairman of the Taxation Committee 
of the National Retail Merchants Association with offices at 100 West 31st Street, 
New York, N.Y. 

The National Retail Merchants Association has a membership of over 11,500 
department, specialty, and chainstores located in every State of the Union and 
in many countries abroad. Its members provide employment for several hundred 


thousand of our citizens and do an annual volume of business in excess of $19 
billion. 


THE ENORMOUS GROWTH OF COOPERATIVES AND THE NEED FOR A REAPPRAISAL 


The National Retail Merchants Association views with growing concern the 
grossly inequitable and unfair situation existing under the Federal tax laws 
whereby its thousands of taxpaying members must compete with organizations 
who pay little or no Federal income taxes on the gains and profits derived from 
their vast operations conducted under the cooperative system. 

The tax inequity arises as a result of the applicable sections of the Internal 
Revenue Code and Regulations, as amplified by court decisions, which provide 
that no income tax is payable on profits resulting from operations carried on 
by and through the cooperative. This is attributable to (1) tax statutes 
enacted in 1951 which allow a cooperative to deduct from income patronage 
allocations even though such allocations are not paid to the patron and (2) court 
decisions which have held that even though an actual allocation is transferred 
to the patron, taxable income does not arise in cases where such distributions 
are not of fixed or ascertainable value. Thus it is that net profits of the coopera- 
tive which are allocated but undistributed escape tax altogether. 

Our association is not unaware of the important role that the cooperative 
organization has played and continues to play in the fostering of the Nation’s 
agricultural economy. Cooperatives had their genesis in the early part of this 
century when farmers were severely handicapped by the lack of financial re- 
sources. During this period there was a crying need for the development of 
adequate transportation and distribution facilities for bringing agricultural 
products to market. Individual farmers did not have the means of economically 
purchasing supplies for use on the farm and found it difficult or impossible to 
process the products of the soil and market them efficiently. 

The pooling of farming operations, therefore, was a natural development, and 
through the aggregation of their own individual resources, the farmers found 
themselves in a position to obtain the benefits of economies which flowed from 
mass purchasing and distribution. The Congress recognized the benefits which 
accrued not only to farmers but to the economy generally from the cooperative 
distribution system, and as a consequence, gave its encouragement by means of 
special tax benefits, benefits which have abided under our Federal tax laws since 
1916. 


THE COOPERATIVE: NOW A COMMERCIAL ENTERPRISE 


It has become alarmingly apparent that the cooperatives have extended their 
activities far beyond their original purposes and objectives. We now find co- 
operatives engaging in the following types of activities: Manufacturing and 
distributing hardware, cosmetics, building materials, automobiles, toothbrushes, 
cigars and cigarettes, to name just a few. The cooperatives drill oil wells, sell 
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insurance, make paper, build homes, run electric utilities, operate funeral 


F parlors, radio stations, and maintain many retail outlets that form the most 
4 unfair and bitter type of largely tax-free competition, particularly for the small 
a retailer who must pay taxes out of already modest profit margins. 

bi Who can deny, therefore, under common standards of justice and fair play 


that organizations which carry on a commercial enterprise not substantially 
dissimilar from other types of business should not pay their fair share of taxes 
on the income that they earn. 


THE COOPERATIVE: HOW IT OPERATES 


Cooperatives operate in much the same way as a corporation does with the 
patrons taking the place of the stockholders. In most States the cooperative 
takes the legal form of a corporation and enjoys all the privileges and immuni- 
ties that accrue to a corporation as an artificial entity created nnder State 
laws. It might therefore be supposed that there would be general agreement 
that the cooperative should be taxed in the same manner and to the same extent 
as a corporation. This rough analogy between cooperatives and corporations 
will, of course, be seriously objected to by its proponents who contend, in effect, 
that they are not operating as a corporation in an economic sense since they 
serve Simply as a conduit through which products are sold. The profits flowing 
from such sales, it is argued, then flow back to the individual patrons and thus 
cooperatives cannot be said to have their own income. 

The short answer to this statement, however, is that the cooperative organi- 
zation as it is now constituted in the commercial arena generates income in and 
of itself as distinguished from its patrons. It is upon the theory that a cor- 
: poration acts on its own behalf as distinguished from its stockholders that 
$ Congress has taxed the income of corporations in the same fashion as income 
earned by individuals or partnerships. We firmly believe, therefore, that the 
income of cooperatives should be subjected to Federal income tax in the same 
; manner as a retail organization, for example, or any other business enterprise. 





THE COOPERATIVE: HOW SHOULD CONGRESS CLOSE THE TAX LOOPHOLE? 


The competitive inequities which arise in allowing the cooperatives to carry 
on their operations virtually free from taxation has been clearly demonstrated. 
It is further manifest that prior statutory enactments, such as the 1951 enact- 
ments did not effectively close this tax loophole. Eight years of operation of 
the 1951 statute shows convincingly that we cannot seek to tax cooperative 
income by attributing the profits to their patrons. Such an approach to coopera- 
tive taxation has in no significantly way inhibited the cooperative from con- 
tinuing to provide ruinous competition with other tax-paying businesses. On 
the other hand, the patrons would similarly object to any tax law which would 
tax the patron on profits of the cooperative which had not actually been 
received. 

There are at least four bills introduced into the 86th Congress, which seek, 
in one form or another, to bring the taxation of cooperatives in conformity 
with other tax-paying enterprises. Among these bills are H.R. 199, sponsored 
by Congressman Mason of Illinois. 

Under H.R. 199, the cooperative would pay full corporation income taxes 
‘] without deduction for patronage dividends. In turn, under the Mason bill 
patrons would be taxed on their dividends in the same manner that stock- 
holders of corporations are taxed when dividends are paid. 

H.R. 3848, introduced by Congressman Davis of Tennessee, would provide for 
the taxation of cooperatives on total earnings without deduction for the patronage 
dividends. Under the Davis bill, however, a tax credit would be accorded to 
the individual patron for taxes paid by the cooperative on the proportionate 
share of earnings. 

A third bill, which has been supported by the Treasury Department, would 
permit cooperatives to retain the profits earned each year for 3 additional 
years without being subject to taxation. For example, amounts earned by the 
cooperative in 1960 could be plowed back tax-free into the operation for 1961 
through 1963. The effect, of course, of the Treasury Department’s sponsored 
bill would be to postpone taxation for a 3-year period, but no longer. 

There are some merits to all of the proposals embodied in the foregoing bills. 
We recommend the Mason bill for your serious consideration, but we believe 
the enactment of any one of these proposals would be a step forward in making 
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cooperatives bear at least a portion of the tax load that is now imposed on 
retailers and other business enterprises. 

We strongly urge the committee to resolve the issues involved and recommend 
legislation in this area during the current session of the Congress. 

We wish to take this opportunity to thank the committee for allowing us to 
present the views of the National Retail Merchants Association. 


STATEMENT ON TAXATION OF COOPERATIVES, BY PAUL FoREMAN, TREASURER, COLLIER 
CARBON & CHEMICAL CorP., LOS ANGELES, CALIF. 


Cooperative enterprises now occupy a privileged tax position. To achieve con- 
structive reform of the tax treatment of cooperatives, an awareness must be 
fostered in Congress of the emergence of the cooperative enterprise as a distinc- 
tive form of doing business, organized and operated in a distinctive manner. 

Legislation on taxation of cooperatives must be based on an honest recognition 
of what cooperatives have become and of the tremendous economic advantages 
and power that tax laws now give cooperatives to replace taxpaying corporations 
in our economy. 


A NEW COOPERATIVE HAS EMERGED 


In recent years a new cooperative has emerged. This new cooperative is not 
a combination of small farmers who are working together to make maximum 
savings through the advantages of joint purchasing and marketing. This new 
cooperative is big business, with annual income in millions of dollars. This new 
cooperative is organized by promoters who recognize that the legal tax structure 
permits investors in cooperatives to gain much greater return than could be 
obtained by investing in taxpaying corporations. With identical efficiency of 
operation and profits, a cooperative can return to the investor approximately 
$2 for each dollar return obtainable from a normal corporation. This disparity 
results solely from the tax favoritism granted cooperatives. The primary 
objective of today’s promoters is to take advantage of the present tax laws to 
gain maximum return to investors. 

Many “patrons” or members of these new agricultural cooperatives have no 
genuine business operations related to agriculture except that they have invested 
money in the cooperative for the purpose of securing tax-free dividends in the 
form of tax-free patronage refunds. For example, investors in the manufacturing 
cooperatives may simply assign their share of products manufactured to agents 
for resale in the open market. The investor then receives his stockholder’s divi- 
dend as a tax-free “patronage refund” in the same manner as if he had used the 
goods. In some cases the cooperative even makes the arrangements for the 
“resale” of the investor’s allotment of the production. For example, we have 
been informed by a director of Mississippi Chemical Corp. that Southern Nitro- 
gen Supply Co., Inc., a subsidiary of Mississippi Chemical Corp., provides such 
a service for the nonuser shareholders of Mississippi Chemical Corp. In many 
cases bona fide agricultural consumer-members make extra investments in the 
cooperative so that they, as members, are allocated more production than they 
can consume; the excess is resold and the extra tax-free “patronage refund” 
gives the member a much higher return on his extra investment than a compara- 
ble taxpaying business could ever hope to pay. 

The advantages under a tax system which permits preferential benefits to 
a group of investors in the form of a return of profits to such investors without 
being taxed at the corporate level is obvious. In fact, it is so obvious that 
certain cooperatives have wisely availed themselves of this advantage and have 
repeatedly raised capital on the strength of it. For example, the Mississippi 
Chemical Corp. was organized in 1952 as a cooperative for the manufacture of 
chemicals and fertilizers. It has since, through several stock offerings, raised 
substantial amounts of investment capital by selling non-dividend-paying com- 
mon stock which carries with it a right to patronage dividends—tax-free profits 
of the corporation. The growth of this cooperative and its subsidiaries and 
cooperating interests has been spectacular; and so, too, has been the return 
on stockholders’ investment. In 1958 Mississippi Chemical Corp, reported sales 
of over $14 million and profits’? before income taxes and patronage of over 


1 Referred to in Mississippi Chemical Corp. Annual Report, 1958, as “Income Before 
Patronage Refunds.” 





ie) CER an, weet: 


Mie: 
*% 


MES: 


eR 


7a 


bi 


TAX TREATMENT OF EARNINGS OF COOPERATIVES 409 


$4,200,000. Of this latter amount it distributed as patronage dividends (tax- 
free profits of the corporation) over $3,970,000. Expressed as return on mem- 
bers’ invested capital this patronage dividend amounted to 36.1 percent. 
Comparable returns on members’ invested capital were received in 1956 and 
1957. The returns on the same investment in a normal corporation, with 
identical operating profits, would have been reduced by income taxes to less 
than half of that obtained through the cooperative. 

As further evidence of the recognition of the tax advantages available through 
patronage dividends, in 1957 substantially the same interests controlling the 
Mississippi Chemical Corp. organized a separate corporation named First Mis- 
sissippi Corp. In a prospectus dated October 31, 1958, with respect to the issue 
of common stock of First Mississippi Corp., its purpose was stated as follows: 

“The purpose of the corporation is to develop and/or operate industrial, 
business and commercial enterprises and to provide risk capital therefor.” 

First Mississippi Corp. in less than 3 years’ time has raised several millions 
of dollars from the sale of common stock. It has acquired a substantial stock 
interest in Coastal Chemical Corp., a cooperative manufacturing subsidiary 
of Mississippi Chemical Corp., which stock carries with it preferred patronage 
rights—rights to tax-free dividends. 

In its prospectus of October 31, 1958, First Mississippi Corp. outlined plans 
for investing in plants, facilities, transportation equipment, and services, many of 
which would produce goods and services for its related cooperatives, Mississippi 
Chemical Corp. and Coastal Chemical Corp. The prospectus also stated: 

“Of the present 28 members of the board of directors of First Mississippi 
Corp., 10 are officers, directors, or employees, of MCC (meaning Mississippi 
Chemical Corp.) and CCC (meaning Coastal Chemical Corp.), which latter 
companies have substantially identical boards of directors. The present chair- 
man of the board and vice president of First Mississippi Corp. are the executive 
vice president and the second vice president, respectively, of CCC and MCC 
and both serve as members of the executive committee of the board of directors 
of such corporations. All three corporations have the same general counsel.” 

The present tax law also encourages cooperatives to retain their patronage 
dividends, free of tax, which are then used for expansion and the acquisition 
of new business. This also provides the cooperative with unfair advantage over 
the taxpaying corporation. Consumer’s Cooperative Association is an example 
of a cooperative which has used retained net margins in the financing of its 
rapid growth. 

Sooperatives have been granted the economic power to push taxpaying corpo- 
rations out of the marketplace and out of business. The ability to eliminate 
taxpaying competition by buying them out with tax-free dollars has been de- 
monstrated by the cases of Welch Grape Juice Co.;* Embassy Dairy;* United 
Vintners, Ine.;* Georgia Peanut Co.;° Mississippi Cottonseed Products Co.;° 
Richmond Chase Co., of San Jose;° Filice & Perreli Canning Co., of Richmond, 
Calif.;* MeCabe Co., of Minneapolis;* and many others. 

“Farm” cooperatives are now successfully mining, drilling exploratory gas 
and oil wells, making international sales, manufacturing jet fuel and chemicals, 
and printing, auditing, and financing. They unhesitatingly enter new business 
fields which have nothing to do with their “patrons’” business, simply to in- 
crease their tax-free profits. There is no field of taxpaying commerical enter- 
prise which can continue to successfully compete with tax-free cooperatives. 
The intertwined financial interests and interlocking directorates of cooperatives 
portend the early development of monopolies that will destroy initiative and 
stifle free competition, which have been the backbone of our economy and have 
made America strong. 

LEGISLATIVE PROPOSALS 


It is inevitable that cooperatives will replace taxpaying business in our econ- 
omy unless fundamental changes are made in the income tax laws. 

The proposed Simpson bill (H.R. 7875) and Davis bill (H.R. 3848) are 
completely inadequate and do nothing to limit the competitive advantages of 


®See Hearings Before the Committee on a and Means, House of Representatives, 
S5th Cong., 2d sess., pt. 2, at 1615-1617 (1958 

By See United States vy. Maryland € Virginia Milk Producers Assn., 167 F. Supp. 799, 806 
(D.C. 1958). 

* See Fortune, p. 70 (a 1959). 

— Tax Equality Teacdalicn Bulletin (January 1959). 





410 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


cooperative enterprises organized and operated in the same manner as Missis- 
sippi Chemical Corp. and other cooperatives which normally distribute an- 
nually the members’ patronage dividend as cash. 

The Mason bill (H.R. 199) which would tax cooperatives in the same manner 
as competitive businesses, offers the only complete solution to fully equitable 
tax treatment. 

Tax revision with respect to cooperatives need not result in a uniform policy 
to be applied to all types of cooperative enterprises. Just as it is appropriate 
to frame an explicit policy based upon the special business character of co- 
operatives, it may also be appropriate, for tax purposes, to recognize important 
distinctions among different types of cooperative enterprises. For example, the 
manufacturing cooperative producing materials for purchase by customer-stock- 
holders raises tax questions of a somewhat different nature from those involved 
in marketing or merchandising cooperatives. Congress may appropriately give 
recognition to such differences in a revision of the tax laws applicable to co- 
operatives or it may choose to act with respect to those particular parts of the 
overall problem that appear to be most urgently in need of reform. 

The proposals of Mr. Samuel J. Lanahan’ for the taxation of cooperatives 
provide a constructive compromise which, if enacted into law, would do much 
to eliminate the extreme tax enequities that now exist between cooperatives and 
competing businesses. 

Mr. Lanahan’s proposal consists of two complementary proposals for the taxa- 
tion of cooperatives, which are described in general terms as: 

“(1) Impose a tax at the corporate rate on the income of cooperatives 
which is derived from manufacturing and processing. 

“(2) After subtracting the income, if any, subject to tax under the first 
proposal, net margins attributable to patronage of members will also be 
taxed at the corporate rate to the extent that they are not distributed cur- 
rently as patronage dividends. An offsetting credit system is provided, how- 
ever, in order that the cooperative may not be subject to any tax, under 
the second proposal, when such retained net margins are in fact distributed 
in cash.” 

CONCLUSION 


Collier Carbon & Chemical Corp. respectfully requests your honorable com- 
mittee to favorably consider passage of the Mason bill (H.R. 199) or, in the 
event you decide against said bill, to favorably consider the two proposals of 
Mr. Lanahan, set forth above, in revising the tax status of cooperatives. 

Collier Carbon & Chemical Corp. is a California corporation primarily engaged 
in the manufacture and marketing of agricultural chemical fertilizers. 

The Cuarrman. We have completed the schedule of witnesses for 
these hearings. 

Without objection, the record will remain open until the close of 
business Wednesday, February 10, for the receipt of material and 
data which has been requested during the course of the hearings. 

Shortly thereafter, the hearings will be printed and this material 
will be included in the record and made a part of it. 

As soon as the staff has had an opportunity to analyze the testimony, 
and within a reasonable time, I expect that the committee will consider 
this matter in executive session. 

The committee will now stand adjourned to meet again on Tuesday 
morning. 

(The following material was filed with the committee :) 


7See “Tax Revision Compendium,” compendium of papers on broadening the tax base, 
submitted to the Committee on Ways and Means in connection with the panel discussions 
on the same subject to be conducted by the Committee on Ways and Means, beginning Nov. 
16, 1959, U.S. Government Printing Office, Washington, 1959, vol. 3, pp. 1911 through 1919. 
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CONGRESS OF THE UNITED STATES, 
House OF REPRESENTATIVES, 


Washington, D.C., February 1, 1960. 
COMMITTEE ON WAYS AND MEANS, 


House of Representatives, 
Washington, D.C. 


GENTLEMEN: Enclosed herewith is a statement from one of my constituents, 
Mr. Ronald E. Rudolph, of Ellensburg, Wash. 

I am pleased to send you Mr. Rudolph’s statement for your consideration in 
connection with your hearings on the taxation of cooperatives, and I respect- 
fully request that it be included in the record of the hearing. 

Sincerely yours, 
CATHERINE May, Member of Congress. 


STATEMENT OF RONALD E. RupoLPH, ELLENSBURG, WASH., ON THE TAXATION 
OF COOPERATIVES 


My name is Ronald E. Rudolph. I am a registered voter in the fourth District 
of the State of Washington. I have continuously resided in Ellensburg, Wash., 
since 1926. 

The Honorable Catherine May has suggested that I have the privilege of 
submitting a written statement relative to the taxation of cooperatives for 
consideration by the Committee on Ways and Means. 

I am a firm believer in private enterprise. I feel that this great Nation of 
ours is great because of the opportunity its citizens have to work along lines of 
endeavor of each individual’s choice. I am not opposed to cooperative organi- 
zations as such. I do feel that every individual and every business should 
carry his, or her, or their fair share of the cost of government. 

I say that it is not fair, or equitable, or just, to permit cooperatives to go 
untaxed. It appeals to me that H.R. 7875 represents at least a step in the 
right direction, insofar as taxation of cooperatives is concerned. 

I urge your committee to take such action as will place cooperatives in a 


position of carrying their proportionate share of the tremendous cost of 
government. 


AMERICAN ASSOCIATION OF SMALL BUSINESS, 
New Orleans, La., January 25, 1960. 
Hon. Witsur D. MILLs, 


Chairman, House Ways and Means Committee, House Office Building, Wash- 
ington, D.C. 


DEAR CONGRESSMAN MILLS: During my recent visit to Washington I received 
information to the effect that the competitive tax-exempt cooperatives are trying 
to make the 1951 law acceptable to your committee. 

This would not be acceptable to our membership and all taxpaying businesses. 
The members of our association are very much disturbed over the fact that the 
House Ways and Means Committee has, year after year, declined to enact legis- 
lation which would make it necessary for competitive tax-exempt cooperatives to 


pay tax on an equal basis with corporations, independently owned businesses, and 
professional firms, 


May I take this opportunity to encourage the adoption of H.R. 7875 after you 
have conducted hearings to strengthen it. 
I look forward to the pleasure of hearing from you soon and in the meantime 
I send you every good wish for your health, happiness, and success. 
Yours for keeping small business in business, and, 
Very sincerely, 


J. D. HENDERSON, 
National Managing Director. 
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Burninq@ Ort DisTRmBuTorS ASSOCIATION, 
Chicago, Ill., January 29, 1960. 


Hon, Witpur D. MILLs, 

House Ways and Means Committee, 
House Office Building, 

Washington, D.C. 


Dear Mr. Mitts: The tax-free status of cooperatives in Illinois has been a 
matter of deep concern to our membership. The Burning Oil Distributors mem- 
bership is composed of large, medium, and small fuel oil merchants from north- 
eastern Illinois. 

Our business is buying heating oils from supplying firms, storing it for sale to 
consumers during the winter heating season. With over a thousand fuel oil firms 
operating in this area, the heating oil business is so highly competitive that a few 
mills difference in operating costs can spell solvency or insolvency. 

The special tax advantage granted co-ops under Federal laws constitutes 
an unjust competitive advantage to one group of businessmen at the expense 
of our member firms. 

The general citizenry are also forced to contribute more in taxes as a result 
of the special tax status granted cooperatives. 

A substantial correction of this inequity would be achieved by taxing the 
profits of cooperatives the same as private firms are taxed. 

We feel a correction of this tax inequity is long overdue, and your sympathetic 
consideration of this matter will be appreciated. 

Sincerely, 
C. F. Brescuke, President. 


COLORADO PETROLEUM MARKETERS ASSOCIATION, 
Denver, Colo., January 27, 1960. 
Hon. Wriisvur D. MIILs, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 


Deak Mr. CHAIRMAN: Will you please place this letter in the record of 
proceedings of the Ways and Means Committee hearings on taxation of coop- 
eratives? 

My name is Roger O. MacDonald, 470 Petroleum Club Building, Denver, Colo. 
I am chairman of the legislative committee of Colorado Petroleum Marketers 
Association of the same address. This association represents some 200-plus 
independent oil and gasoline jobbers in Colorado. 

We urge the Congress to correct an economic inequity that has grown through 
the years as the Federal income tax percentage has grown. Originally the 
percentage was small, now it has become extremely burdensome to all 
taxpayers. 

Originally cooperatives were exempted from Federal income taxation in an 
effort to assist farmers to help themselves economically. Now the exemption 
as it applies to commercial cooperatives, many of which were set up to avail 
themselves of the income tax exemption advantage is widespread. As such 
they have a distinct advantage over their taxpaying competitors. 

Commercial cooperatives should be taxed on the same basis as all other private 
commerical enterprises. Under the present law cooperatives are subsidized by 
the Federal Government to their advantage over their taxpaying competitors. 
It is un-American. 

The advantage has grown to the extent use of political threat is used in 
order to retain it. The Congress of the United States is above this kind of 
persuasion. Fairness and equity should prevail. 

The members of the committee and Congress are familiar with all of the 
ramifications and arguments, both pro and con. The issue should be settled 
with courage and honest convictions. We respectfully urge you to tax all 
commercial cooperatives on the same basis as private commercial enterprise. 

Respectfully and sincerely, 
Roger O. MacDonatp, 


Chairman, Legislative Committee of the Colorado Petroleum Marketers 
Association. 
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FLORIDA PETROLEUM MARKETERS ASSOCIATION, INC., 
Jacksonville, Fla., February 2, 1960. 
Congressman WILBUR MILLS, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 


Dear CONGRESSMAN MILLS: It is my understanding that your committee is 
currently holding hearings on the taxation of cooperatives, and since it would 
be a hardship for a representative of this association to appear in person before 
your committee, I would like to communicate with you, by means of this letter, 
the feelings of the membership of this association towards this measure. 

The members of this association, who are all small independent petroleum 
distributors, pay taxes either as a corporation, company, or partnership, and 
therefore, strongly feel that their competitors, operating as cooperatives, should 
pay taxes in the same manner. The cooperatives enjoy the same privileges 
and benefits that the taxpaying members of this association enjoy, but without 
equal taxation. This is certainly unjust and unfair competition. 

If a co-op sees fit to operate on a nonprofit basis, that is its business, but if 
the co-op does earn a profit while engaged in competing with taxpaying enter- 
prises, then that co-op should be required to pay taxes according to the rates 
established for private enterprise. Should cooperatives be allowed to continue 
operating on their present tax-free basis, they will continue to grow and expand, 
and thus “bleed” from private enterprise the earnings that are now taxable. 
In the final analysis, this will mean reduced revenue for the Government. 

The members of this association strongly urge your favorable consideration 
and affirmative support in approving any legislation that will place the co- 
operatives in the same or similar taxable categories under which they operate 
and support their Government. Also, they would appreciate your making a copy 
of this letter a part of the hearings that are now being conducted. 

Respectfully, 
EUGENE MaPLeEs, Ezecutive Secretary. 





INDEPENDENT PLANT Foop MANUFACTURERS 
ASSOCIATION OF GEORGIA, INC., 


Moultrie, Ga., February 5, 1960. 
Hon. WILzur D. MILLs, 


House Office Building, 
Washington, D.C. 


Dear Siz: A number of months ago, the independent fertilizer manufacturers 
in the State of Georgia joined themselves together in a trade organization to be 
known as the Independent Plant Food Manufacturers of Georgia, Inc. 

There are many inherent problems which concern all members of the fertilizer 
industry, and we feel that this association can best be the spokesman for the 
independent fertilizer manufacturer within our State. At present, there are 
approximately 100 members, which is practically the entire independent plant 
food industry in Georgia. This group represents, by far, the majority of ferti- 
lizer sales which are made within our State. This plant food association deals 
directly with 70 percent of the farmers in Georgia. 

One problem which greatly concerns our members is the discriminatory meas- 
ures which are being forced by the Federal Government against individual 
enterprise. I refer specifically to the advantages which are given co-ops that 
are not made available to private industry. 

Some of these advantages are: (1) The co-ops pay no Federal taxes. In 
many communities, they will pay little or no local tax of any kind. (2) Co-ops 
have ready access to the federally sponsored bank for cooperatives, not avail- 
able to private enterprise. The co-ops thus have unlimited resources which are 
furnished at exceedingly favorable loan rates, in many instances, as low as 3 
percent. It is our understanding that the bank of cooperatives is supplied its 
money by the Federal Government. (3) Cooperatives within the State of 
Georgia are obtaining more than 50 percent of TVA products, such as ammonium 
nitrate, at a price from $5 to $6 per ton cheaper than the independents can buy 
their product. TVA policies render it impossible for the independent manufac- 
turer to buy their products and continue to dole out their goods, largely to 
co-ops, under the guise of an educational program. 
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Under such advantages, the co-ops are growing by leaps and bounds, and 
we have seen one Georgia co-op triple its tonnage in only a few years to the extent 
that it is now selling more fertiliber than any single company in the State 
of Georgia. If we carry this matter to its ultimate conclusion, to the point 
that every private enterprise turns itself into a co-op, we wonder just who 
will pay the taxes and support the Government of the country? 

May we therefore earnestly solicit and urge your vote and influence in recti- 
fying this discriminatory practice. We urge you to work unceasingly for c0-Ops 
to be taxed and that discriminatory benefits in the form of loans and interest 
rates be abolished, and that any material produced in Government operated 
and owned plants, which have been built at taxpayers expense, be distributed 
fairly and equally to all taxpayers and not to a few favored co-ops. 

Our group pledges itself to the elimination of such existing injustices, as well 
as the enhancement of our product as it applies to the American farmer. 

With all good wishes, I remain 

Yours very truly, 
Jack C. SMITH, 
Chairman, Public Relations Committee. 


IowA INDEPENDENT OIL JoBBERS’ ASSOCIATION, INC. 
Des Moines, Iowa, February 1, 1960. 
Hon. Wizgur D. MILLs, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 


Dear Hon. REPRESENTATIVE MILLS: It is the desire of the directors of the 
Iowa Independent Oil Jobbers’ Association that the writer, as their secretary, 
inform you, as a member of the House Ways and Means Committee, of the 
thinking of this association that represents 440 independent petroleum jobber 
distributors in the State. 

There are two reason that the Iowa Oil Jobbers’ Association has for objecting 
to the tax exempt privileges enjoyed by cooperatives—first, that the Federal 
Government is losing revenue which they, from all indications, evidently badly 
need at this time; secondly, that with these privileges, competitively, the 
cooperatives are gradually eliminating independent business from the competi- 
tive picture. At the present time in the State of Iowa, cooperatives enjoy 
approximately 12.2 percent of the volume of taxable gasoline sold in the State 
and 58 percent of taxable gasoline sold for farm use. 

The association does not consider itself an authority on the ways and means 
of rectifying the above conditions; but we do feel that our representative at 
a national level, namely Otis H. Ellis, counsel for the National Oil Jobbers 
Council, does have constructive and worthwhile ideas in this area.. 

Therefore, we would sincerely appreciate your giving consideration to the 
testimony Mr. Ellis will present before your committee during the hearings 
that are being held this week. 

Sincerely yours, 
Lyte W. Munson, Executive Secretary. 


NATIONAL ASSOCIATION OF FLOUR DISTRIBUTORS, 
: New York, N.Y., January 26, 1960. 
Hon. WILBuR D. MILLS, 
House of Representatives, Washington, D.C. 


DEAR Mr. Mir1s: I understand that the Ways and Means Committee is about 
to consider the matter of taxing cooperatives. 

I should like to state most emphatically that failure to tax cooperatives as 
corporations, the same as the privately operated business concerns with which 
they compete, will continue the discriminations which are gradually forcing 
many private business concerns (who pay income taxes) out of business and 
leading to a monopoly in many fields in the possession of the co-ops. 

Any continuation of a variation of the 1951 law represents a surrender to 
the co-ops and a betrayal of legitimate business, particularly small business. 
Organized cooperatives conducting business in competition with private busi- 





TAX TREATMENT OF EARNINGS OF COOPERATIVES 415 


ness are not entitled to any tax treatment more favorable than that accorded 
private business. 

May we sincerely urge your active support of H.R. 7875 and, if possible, to 
strengthen it so as to eliminate any loopholes that co-ops might use to continue 
their destruction of private business. 

The small businessmen are human beings, with families, are citizens and 
taxpayers and as such entitled to any protection you can afford them against 
the continuation of the co-op menace. 

Looking forward to your support to that end, we are, 

Yours very truly, 
W. P. TANNER, 
Chairman, Committee on Legislation. 


NATIONAL RETAIL FURNITURE ASSOCIATION, 
Washington, D.C., February 4, 1960. 
Hon. Wrpur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, 
Washington, D.C. 

DEAR CONGRESSMAN Mitts: We are highly encouraged by your decision to 
hold hearings this week on the proper way to tax the income of cooperative busi- 
ness corporations which now escape taxation. This seems to correspond with 
your deep interest in broadening the tax base by getting at types of income not 
now taxed, or taxed at unfairly low rates. 

The hearings you are conducting are of great interest to the members of the 
National Retail Furniture Association because they are very much aware of the 
difficulty that business organizations have in competing with other organiza- 
tions which do not carry a comparable share of the Federal tax burden. Some 
of our members know of this from direct experience. Others are concerned on 
account of the importance of the principle involved. 

The board of directors of the National Retail Furniture Association, in Sep- 
tember of 1957, after due consideration, decided to support proposals to increase- 
tax revenues by taxing the presently tax-exempt groups which operate as co- 
operative business corporations. 

Our directors feel this is an area of tax reform which deserves thorough ex- 
ploration during the current hearings by your committee. They hope you will 
be able to find ways to plug this tax loophole. 

We are also very pleased that in response to the suggestions made by the 
National Retail Furniture Association and many other groups, you have seen fit 
to call the current series of hearings on this important question. 

We hope it will be possible for you to authorize this statement on the position 
of the directors of the National Retail Furniture Association to be made part 
of the record of the current hearings. 

Yours sincerely, 
DEREK BROOKS, 
Director of Government Affairs. 


NortH CAROLINA Orn JoBBERS ASSOCIATION, 
Raleigh, N.C., February 1, 1960. 
Mr. Leo II. IrwIn, 
Chief Counsel, Committee on Ways and Means, 
House Office Building, Washington, D.C. 


DeAR Mr. IRWIN: It is our understanding that the Ways and Means Committee 
is holding hearings this week on the taxation of cooperatives. 

Our association, representing more than 500 wholesale oil jobbers and dis- 
tributors, concurs with the principle of an inherent need for valid, nonprofit 
cooperatives. However, as independent businessmen who have a vested inter- 
est in the economic circumstance of our great Government by virtue of heavy 
taxation, the members of the North Carolina Oil Jobbers Association believe 
that all “profitable” organizations should bear their burden of taxes for Gov- 
ernment support. 
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We respectfully ask that in view of economic competitive justice, all coop- 
eratives which engage in business for a profit be taxed accordingly. 

Again, we stress that if a cooperative operates as a nonprofit entity, we feel 
there is justification for tax exemption. But when such organization engages 
in profitable activities, they have no right to receive special tax treatment which 
provides them an undue competitive advantage. 

Please include this letter in the official record of hearings on this most im- 
portant, far-reaching matter. 

Yours very truly, 
Don M. Warp, Pavecutive Secretary. 





OREGON INDEPENDENT GASOLINE JOBBERS 
AND DISTRIBUTORS ASSOCIATION, 
Portland, Oreg. 
Re taxation of cooperatives. 
Hon. WILBUR D. MILLs, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D.C. 


The membership have asked me to advise you regarding their position on the 
taxation of cooperatives. We feel this type of competition should certainly pay 
its fair and equal share of all taxes. Therefore we urge you and your com- 
mittee to make cooperatives subject to taxes in the same manner as other 
business organizations engaged in a like manner. 

Respectfully yours, 

















JacK V. Daut, Secretary. 





WESTERN CoTToN SHIPPERS ASSOCIATION, 
South Pasadena, Calif., January 22, 1960. 

Hon. Wiisur D. MIs, 

Chairman, House Ways and Means Committee, 

House Office Building, Washington, D.C. 


DEAR CONGRESSMAN: The membership of the Western Cotton Shippers Asso- 
ciation consists of 90 firms and individuals in the business of buying and selling 
raw cotton in the States of California, Arizona, New Mexico and west Texas. 
These are all tax paying businesses and individuals. The tax advantage en- 
joyed by the cotton cooperatives gives the co-ops an unfair competitive position. 

We find it particularly hard to understand why these corporations should not 
be taxed. The exemption was granted originally to assist the farmer in better- 
ing his economic status. However, due to the cooperative practice of retaining 
all or most of the profits (including the portion usually paid in income taxes) 
the farmer individually gains very little from the operation. 

While we favor the complete abolishment of tax exemption granted to co- 
operatives, we urge that your committee report out a bill which at the very least 
will embody the provisions of HR. 7875. We believe that while these provisions 
are not all that we could desire, they will remove some of the inequities, and 
will return at least one tax to the tax rolls. 

Very truly yours. 



















T. J. Harvey, Hrecutive Vice President and Secretary. 





JOHN J. LANG & Co. 
CERTIFIED PUBLIC ACCOUNTANTS, 
St. Louis Mo., February 5, 1960. 
Re cooperatives—Taxation of patronage dividends. 
Mr. Leo. H. IRwIn, 
Chief Cousel, Committee on Ways and Means, 
House Office Building, Washington, D.C. 


Dear Sir: Herewith is presented a statement suggesting the basis of taxation 
of amounts of deductions made by cooperatives to the patrons of such coopera- 
tives, with a view of equitable taxation of these amounts and proper income 
tax reporting. 
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Present tax treatment of allocations by cooperative associations is set out 
in T.D. 6428 filed December 2, 1959, amendment to regulations 1.65-5. These 
regulations require the individual taxpayer patron to ascertain the fair market 
value of : 

1. Allocations in the form of revolving fund certificates, certificates of 
indebtedness, letters of advice or similar documents ; and 
2. Capital stock. 
These items however, have in the accounting of the cooperatives, been accorded 
definite money values. 

Present regulations also seek to tax as “ordinary income” excess of amount 
received over the amount previously included in gross income where the items 
(1) and (2) above are disposed of by the holder other than by redemption, 
thus ignoring the “capital asset” nature of these items of property. It is not 
intended to discuss the general question of the taxation of cooperatives, but 
to confine consideration only to the simplification of the tax treatment of alloca- 
tions made by the cooperatives in the hands of the patrons of the cooperative 
and assure equitable taxation of such allocations on the basis of the cooperative 
becoming the responsible unit for reporting such income as is done in other 
comparable situations. 

Consideration of the data submitted warrants the following conclusion. 

All allocations made by cooperative associations whether for merchandise, 
revolving fund certificates, retain certificates, certificates of indebtedness, let- 
ters of advice or other similar documents, and capital stock constitute and 
represent a distribution of income retained by the cooperative and as such is 
constructively received by such patron of the cooperative by reason of some 
agreement entered into between the patron and the cooperative agreeing to such 
allocation. 

As evidence of such conclusion the following is submitted : 


MARKETING COOPERATIVES 


Producers sign marketing agreements which, simply stated, authorize the co- 
operative to market the commodity, for all producers, pay expenses of opera- 
tion, interest, etc., and make deductions for capital stock, revolving fund certifi- 
cates, certificates of indebtedness, provision for contingencies, and pay over to 
the producers their respective share of the commodity proceeds. 

It also will be recognized here, that when the cooperative deducts depreciation 
on physical assets as a part of its cost of operations, this noncash deduction is 
capital retained for replacement of existing facilities. 

Instead of the present plan of having producers receiving documents from the 
cooperative being required to ascertain the fair market value of these docu- 
ments, it is proposed to simplify the accounting for both cooperatives and pro- 
ducer as follows: 

1. Consider producer has undivided interest in the net amount realized from 
commodity marketed before any deductions are made for: (a) capital stock; 
(b) revolving fund; (c) reserves for contingencies; (d) credits to accounts 
which deductions are authorized by marketing agreement or the bylaws of the 
cooperative. 

Consider that when cooperative makes the deductions for any of the above, 
that the producer has constructively received the gross proceeds, and that pro- 
ducer has made an election to use part of his proceeds, or permitted retention 
of proceeds by the cooperative toward the purchase of stock, certificates of in- 
debtedness or open account, all of which would be reflected in the assets of 
the cooperative to the extent that these deductions are made from settlements 
with the producer or credits set up to the patron by the cooperative. The coop- 
erative would be permitted to deduct them in arriving at any income subject to 
tax. 

The producer, on the other hand, would, by his authorization of deductions 
of any amounts by the cooperative in making settlement with him, recognize 
in his accounting the investment made by him and so account as income amounts 
permitted as deductions by the cooperative. This accounting would be illus- 
trated as follows: 








418 TAX TREATMENT OF EARNINGS OF COOPERATIVES 


Co-op accounting: 
Settlement with producer: 


Producer’s share in commodity (met) —-----____-___----_ Se eee cai . $10, 000 
Deductions : 
RIN Tet ke I SS ee a ee 100 
Reserve for contingencies 
CANS  POCONIIIL ) CRON oo cscrccins ccresasnimmecemee aeeramaes 200 
300 
ae aie CM SS ee A ee a ies oe oy 9, 700 


Producers accounting : 


Cepicar Tvestment @e-OG.2 ok ee ee Shaee 100 
ey Cemcameney Penerwe se oe 200 
eer Pete SN A Be Or) a Saree ae 9, 700 

Pecans Tein Gominedity > Sn ee a 10, 000 


This would also establish the nature of the investment of the producer, namely, 
whether a capital asset or a receivable due from the co-op (such receivable by its 
terms may be restricted as to payment date). 

This would eliminate the uncertainty in the present regulations regarding 
the treatment upon sale or other disposition. This doctrine of ‘‘constructive re- 
ceipt” is recognized in the income tax administration in these areas. 

(1) Withheld taxes deducted from employee’s wages constitute taxable in- 
come. 

(2) Social security deductions from employee’s wages constitute taxable in- 
come. 

(3) Capital gains retained by regulated investment companies constitute tax- 
able income to the extent the amount of the capital gain and a tax credit is al- 
lowed for the tax paid by the investment company. 

In the case of the capital gains of the investment company the situation is 
analogous to the co-op rentention of income allocated to a member of the coop- 
erative. 

In the case of the investment company the income is retained as capital 
and the stockholder accounts for it as income constructively received. 

In the case of the cooperative the deduction made from proceeds due to the 
producer patron are retained by the co-op as capital, but the patron accounts 
for an amount which at the most is income only to the extent of the fair market 
value (which in most cases is difficult, if not impossible to establish) and if 
no fair market value then no income is reported. 

It is evident that in the case of the producer patron, his consent to these 
deductions is a matter of agreement between himself and the cooperative, 
either in the marketing agreement which he signed or in the bylaws of the 
cooperative of which he is a member. 

This would subject the individual patron of a cooperative who permits the 
cooperative to retain part of his (the patron’s) income for capital needs or 
loans, to a tax on such income just as an investor in an investment company 
permitting his income to remain with the company is now taxed on that income. 


COOPERATIVE PURCHASING FOR OR SELLING TO ITS MEMBERS 


Patron having purchased from the co-op any merchandise and paid the price 
established at that time, any subsequent receipt of patronage dividend in cash, 
capital stock or other document should likewise constitute an item to be ac- 
counted for by the patron, to the extent that the cooperative receives a deduc- 
tion. This again would eliminate the necessity of recipient ascertaining any 
market value. 

Regulation 1.65-5 makes specific provision for identification and allocation 
of these refunds to: 

(1) Capital assets, subject to depreciation. 

(2) Items charged to operations. 

(3) Items of personal expense. 

Any amounts received would have to be allocated by the patron to the above 
classes in which event amounts allocated would be treated as follows: 
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(1) Amount would be used to reduce the unrecovered cost of asset subject to 
depreciation. 
(2) Amount would be credited to operations thus having the effect of report- 
ing the income. 
(3) Amount would constitute a refund of personal expense and would not 
be taxable. 
COOPERATIVE REPORTING REQUIREMENTS 


It would be the responsibility of the cooperative to report the amounts of 
deductions it claimed in its accounts, showing the allocation of such deduc- 
tions to its respective patrons and showing the composition of such items as 
to whether they were in cash, merchandise, revolving fund certificates, cer- 
tificates of indebtedness, letters of advice or similar documents, credits to pa- 
trons’ accounts and capital stock issued. 

These reporting requirements would insure adequate information being fur- 
nished to patrons for them to make a correct income reporting and establish 
the specific nature of such taxpayer investment in the cooperative enterprise 
of which he is a member. 

The outlined procedure will simplify the tax administration and will make 
for more equitable taxation. 

Respectfully submitted. 

JOHN J. LANG. 


AGRICULTURAL COOPERATIVE COUNCIL OF OREGON, 
Corvallis, Oreg., January 29, 1960. 
Hon. Wiisur D. MILLs, 
Chairman, Committee on Ways and Means, House of Representatives, 
Washington, D.C. 

DEAR CONGRESSMAN Mitts: The Agricultural Cooperative Council of Oregon 
in 38th annual session at Portland, Oreg., December 8, 1959, adopted by unani- 
mous vote Resolution A in protest of the proposal filed with the Congress by 
Secretary Robert B. Anderson by his letter of January 19, 1959. 

Copy of the resolution is enclosed and reflects the reasoning of the council 
membership. 

The basic and positive position of the council on the question of the incidence 
of taxation of cooperative retains from operations is shown by Resolution B 
adopted by the 34th annual meeting of December 14, 1955. Resolution B reads 
(with italics added) : 

“Be it resolved, That the Agricultural Cooperative Council of Oregon requests 
the National Council of Farmer Cooperatives to assist cooperatives of the Na- 
tion in obtaining a definite decision as to the income taz liability of cooperative 
patrons for capital retains, preferably that they be tarable in the year in which 
capital retains are made, by whatever means may be necessary including rec- 
ommendations to the Congress of appropriate legislation to clearly define such 
liability.” 

The 1955 action was reviewed at the 1959 meeting and again approved. I was 
directed to advise you of the 1955 resolution and of the continued position of 
the council since, as well as to report on the adoption of the 1959 resolution 
bearing on the Anderson letter. 

Respectfully yours, 
PAuL CARPENTER, 
Secretary through December 31, 1959. 


ResoLuTion A ADOPTED BY AGRICULTURAL COOPERATIVE COUNCIT OF OREGON IN 
38TH ANNUAL SESSION AT PORTLAND, OREG., DECEMBER 8, 1959 


Whereas Secretary of Treasury Robert B. Anderson, on January 19, 1959, 
recommended to the U.S. Congress that cooperative organizations be taxed: 

1. All margins from a cooperative’s operations are required to be included 
by the cooperative as gross income. 

2. Permit cooperatives to deduct from gross income amounts paid to the 
patron during the taxable year only if paid (1) in cash or (2) in the form 
of “qualified” patronage certificates. 

3. “Qualified” patronage certificates must meet all three of the following 
requirements: 
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I. Bear interest at a rate of at least 4 percent; 
II. By their terms be redeemable in cash within 3 years after the close 
of the year in which issued ; 
III. In fact be redeemed in cash and the required interest thereon 
actually be paid in cash within the 3-year period. 

If not so redeemed and the required interest not actually paid the 
Treasury apparently intends the imposition of a corporate tax 
against the cooperative for the aggregate amount of such certifi- 
cates for the year in which issued. 

4. The patron would be required to include in his income only the cash 
amounts received, either as current cash distributions or on redemption of 
“qualified” or ‘“‘nonqualified” certificates 

5. The cooperative would be required to report as its current income and 
pay a corporate tax on the amount of distributions in the form of “non- 
qualified” certificates. Additionally, at the end of 3 years the cooperative 
would be required to pay a corporate tax on amounts represented by 
“qualified” certificates not actually redeemed in cash within the 3-year 
period or on which the required interest had not been paid. 

It is our considered opinion that this or any similar system of taxation on 
cooperative retains would be arbitrary, discriminating and inequitable: There- 
fore be it 

Resolved, That the Agricultural Cooperative Council of Oregon in annual 
meeting assembled December 8, 1959, is opposed to any legislation which em- 
bodies this or any similar taxation on farmer cooperatives: and be it 

Resolved, That copies of this resolution be furnished to the Finance Committee 
of the U.S. Senate, the Ways and Means Committee of the House, and to all 
Members of the Oregon congressional delegation. 


Paciric NORTHWEST BLUEBERRY GROWERS ASSOCIATION, INC., 


Tacoma Wash., January 25, 1960. 
COMMITTEE ON WAYS AND MEANS, 


U.S. House of Representatives, House Office Building, 
Washington, D.C. 


GENTLEMEN : In regard to the taxation of farmers cooperatives: 

Their patronage dividends, or moneys in excess of the cost of doing business 
must by law be distributed to the patrons in proportion to the amount of their 
patronage during the year. This constitutes an income to the farmer and is 
therefore taxable. 

Farmers cooperatives operate on money furnished by the farmers themselves. 
If the cooperative is taxed and the farmers dividends are taxed, it seems to 
us that the farmer is taxed twice on the same money. 

We are therefore unalterably opposed to any taxation on farm cooperatives. 

Yours very truly, 


HERBERT G. CLOTHIER, President. 


VALLEY Co-op Orn Mr1, 


Harlingen, Tez., February 2, 1960. 
Mr. Leo H. Irwin, 


Chief Counsel, 
Committee on Ways and Means, House Office Building, 
Washington, D.C. 


DeaR Mr. IRwtn: My name is F. M. Vining. I live on my farm near Weslaco, 
Tex. and have been a producer of agricultural products all my life. I am a mem- 
ber and president of the Valley Growers Gin & Supply Co., Weslaco, Tex. and 
president of the Valley Co-op Oil Mill, Harlingen, Tex. both true farmer-owned 
cooperatives. 

In every year of more than 20 years membership in farmers cooperatives I 
have reported as income for tax purposes all earnings from cooperatives, whether 
in the form of cash, stock, book credits, or revolving fund certificates, in the 
year in which received or notified. It has always been my position that all non- 
eash patronage refunds should be taxable at par or face value to the recipient 
in the taxable vear in which he receives it. In conducting meetings of our as- 
sociations I have always urged grower members to include all dividends, cash or 
otherwise, as gross income in the year received. 
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With regard to a corporate income tax on farmer cooperatives the principle 
on which cooperatives have always based exclusion from income amounts dis- 
tributed in patronage refunds is the contractual relationship between the co- 
operative and its patrons. By contract, all margins above cost of operations 
are returned to the patrons in proportion to business transacted for the patrons, 
and they agree that they will reinvest such refunds in capital of the associa- 
tion to the extent that it may be determined necessary by the board of direc- 
tors. I sincerely believe, and I think it was the intent of Congress, that patron- 
age dividends or refunds made by farmers’ cooperative associations in accord- 
ance with a preexisting obligation on the part of the cooperative to make re- 
funds, should not be taxable to the cooperative as a corporation even though 
made in noncash form. 

Respectfully yours, 

F. M. Vintno@, President. 





STATEMENT OF THE NATIONAL ASSOCIATION OF WHOLESALERS 


The National Association of Wholesalers is a nationwide organization repre- 
senting an underlying membership of some 10,000 individual wholesalers in a 
wide range of commodity lines. We have long been concerned with the inequi- 
table competitive tax situation now confronting the wholesaling indusiry, as well 
as most other types of business, due to the special favoritism granted coopera- 
tives under our present tax structure. 

A continuation of the present tax treatment of cooperative corporation earn- 
ings and dividend distributions can only lead to the eventual cooperatization of 
all business in this country. The use of the Nation’s tax laws to force an in- 
voluntary and highly questionable change in the Nation’s basic business prac- 
tices and patterns would be deplorable. It is, in our opinion, absolutely nec- 
essary that there be a different tax treatment of cooperative earnings if the 
Federal revenues are to be protected. 

The American capitalistic system of private enterprise has long led the world 
in the development of new products, higher and higher standards of living for 
our citizens, new capital formation and general, overall economic expansion. It 
is opposed in the world markets by many and varied forms of business concepts. 
None of these competitive systems has ever matched our productive and distrib- 
utive capacities, our inventive ingenuity, nor the freedoms enjoyed by the indi- 
vidual contributors to our total national economy. 

With Uncle Sam a 20 to 90 percent partner in every American taxpaying busi- 
ness, the granting of either outright tax exemption or special tax treatment to 
any segment of the economy, while withholding such special favoritism from 
another area of business, automatically assures the eventual demise of the 
one discriminated against and the inevitable ultimate survival of the tax-favored 
segment. Today’s high tax rates make it incumbent upon those who write the 
tax laws to make certain that they favor no one business system over another. 
If such favoritism is permitted to enter, or continue to exist in the tax struc- 
ture, then the framers of our tax laws must, whether or not willingly or know- 
ingly, assume the responsibility for determining which business system shall 
prevail. 

The wholesalers of America are performing an essential function in the na- 
tion’s economic system. We are better equipped, better trained, and better 
organized to perform this function than any other segment of our economy. We 
would like to have an equal opportunity to continue these functions in a fair and 
equitable competitive world, without the intrusion of special tax treatment or 
favoritism for any type or class of business. 

Under present tax laws, groups of our customers can unite in the formation 
of a cooperative wholesale organization, then compete with us in the distribution 
of the same commodities bought from the same suppliers and sold to the same 
customers and avoid all taxation on the profits arising from the performance 
of the business function. 

The average full-line, full-service wholesaler in America pays approximately 
50 percent income tax on his net earnings. In order to make the same “net 
after taxes” as our cooperative competitors, we fully taxed service wholesalers 
must operate twice as efficiently in all departments and make twice as much 
net before taxes if we are to realize the same after-tax return on our investment 
as our tax-favored cooperative competitors. On the basis of measuring the mar- 
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ket worth of a business by multiplying annual earnings after taxes by 10, our 
businesses are worth twice as much to our competitors as they are to us. 

The fact that we have done as well as we have in holding our own in the 
marketplace is a tribute to the maximum efficiency with which the wholesaling 
industry operates. We are gravely concerned, however, with the question of 
how long the Congress may require the wholesaling industry, and other private 
taxpaying businesses, to bear the cost of the Nation’s defense, pay for our 
Government's housekeeping and legal machinery and pay the national debt while 
our cooperative competitors get off scot free, or as nearly so as they choose. A 
steadily increasing number of tax-exempt retail or customer-owned wholesale 
cooperatives is being formed each year. They are growing at our expense, even 
if less efficiently operated than the privately owned, taxpaying wholesale houses. 
Unfortunately, we know of no sources of national figures on the number or size 
of dealer-owned cooperative wholesale houses. We do know the figure is sub- 
stantial and growing every day. 

In drugs, for example, approximately 20 percent of all wholesale drug firms 
in the continental United States are cooperative, dealer-owned, tax-exempt 
firms. In the State of Pennsylvania, as an additional example, we know that 
there are more than 7,500 independent retail grocery operators who are mem- 
bers of tax-exempt, dealer-owned cooperative wholesale grocery firms. 

We know that substantial numbers of cooperative wholesale firms operate in 
practically all commodity lines: Drugs, groceries, hardware, auto parts, lumber, 
farm equipment, feed, seed, grain, oil, fertilizer, and all other farm supply 
items. All these firms are able to accumulate all earnings for reinvestment pur- 
poses—tax free, if they so elect. The tax status decision is theirs to make, not 
that of the Internal Revenue Service, under present law. 

A tightening of the 1951 law would still mean that such cooperative whole- 
salers could accumulate their earnings—tax free—and shift the burden of the 
tax to their customers if they chose to do so. The recommendation of Treasury 
Secretary Anderson, as embodied in H.R. 7875, would leave them in a position to 
accumulate earnings for at least 3 years tax free and at minimal interest cost. 
The fully taxed balance of the business community cannot long survive in the 
face of this kind of competition and bear 9 50 percent, or heavier, tax burden. 

The problem of expansion capital so necessary to just keep up with the growth 
in the Nation’s gross national product is one of the most perplexing and difficult 
challenges in wholesaling. Most people do not realize it, but for every dollar 
increase in the gross national product there is a necessary, specific requirement 
for increase in depreciable assets, inventory, and accounts receivable investment 
by the Nation’s wholesalers in order to distribute the increased dollar amounts 
of goods to the Nation’s retail and industrial users. 

Most of the Nation’s wholesalers, as is the case with most other types of 
businesses, are unincorporated. They are small- and medium-sized businesses. 
They do not have access to capital markets for their needed growth capital. It 
mnust come from earnings after taxes reinvested in the business. 

With Uncle Sam taking from 20 to 90 percent of the earnings of noncooperative 
wholesale houses and little or nothing from cooperative wholesale houses, we 
would like to ask the committee: How long do you think it will be before all 
wholesaling will be in the hands of the tax-exempt cooperative wholesale opera- 
tions? Whether it is 20, 50, or 100 years makes no difference: it is only a matter 
of time, and the fact of the tax exemption is the cause of the end result. 

As stated before the taxpaying wholesalers of the Nation must be twice as 
efficient in order to make the same net after taxes from which reinvestment 
earnings must come to pay for any growth. Add to this the fact that, after 
almost 20 years of operation in this competitively inequitable high-tax climate, 
we still survive, and you have persuasive testimony as to the relative efficiency 
of those of us who have survived as compared to our tax-exempt competitors. 

After carefully studying this situation, the National Association of Whole- 
salers is of the opinion that the real intent of the Congress is and always has 
heen to protect and benevolently assist the small cooperatives. We share with 
you your concern for their preservation and continued operation even as we 
share your equally evident concern for the preservation and continued growth 
potential for the Nation’s small, taxpaying businesses. 

Being mostly small- or medium-sized businesses ourselves and, because we deal 
at arm’s-length each day with the Nation’s smaller businesses—the Nation’s re- 
tailers and other business users of our goods—we believe we are in a position 
to understand their problems, particularly their tax and related capital growth 
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problems. We see in our own businesses and theirs an ever-growing, positive 
demand for increased capital investment to handle a steadily increasing physi- 
eal volume of consumer goods. 

Even if there were no increase in population and no increase in physical vol- 
ume of goods, there would be an increasing demand for capital to finance inven- 
tory and accounts receivable as inflation continues. The Nation’s population 
growth and constantly increasing production of consumer goods adds to this in- 
flationary-inspired capital need by the Nation’s distribution system—wholesalers, 
retailers, and business users. 

It is this insatiable appetite for increased capital that is forcing more and 
more concentration of the Nation’s distribution facilities into the hands of large 
regional and national organizations. They have access to capital markets and 
are much less, if at all, dependent on aftertax earnings for expansion. Like- 
wise, the large, regional cooperatives, the wholesale cooperatives, and the huge 
grain, dairy, oil, fruit, chemical, and other cooperatives not only have access to 
capital markets but also have tax exemption to help provide them with neces- 
sary expansion capital. 

The independent retailer, wholesaler, and other taxpaying competitors of the 
cooperatives have the “Hobson’s choice” of either diluting their ownership 
through public stock issues if they are big enough, or selling out to their more 
fortunate tax-exempt cooperative or large regional or national competitors. In 
either case the Nation’s small, independent distribution industry continues to 
shrink and the larger national operators, including cooperatives, continue to 
expand. 

We wholesalers believe that this committee has an opportunity to correct this 
intolerable competitive situation in the Nation’s marketplace, to restore com- 
petitive equality, and to preserve growth opportunities for both small coopera- 
tives and small business on a fair and equitable basis. We further believe that 
such action will not result in any appreciable loss in revenue to the Treasury of 
the United States. In fact, over the next few years greatly increased revenues 
to the U.S. Treasury will result from our recommendation. 

We therefore urge you to repeal the tax exemption of all cooperative corpora- 
tions and make them fully taxable on all their corporate earnings, regardless 
of how distributed or to whom, just as any other business corporation is taxed 
on its earnings before distribution. We then urge you to extend to all ineor- 
porated and unincorporated business, including cooperatives, a tax adjustment 
based on the reinvestment of earnings principle as contained in the Ikard-Curtis 
bills (H.R. 2 and H.R. 13 

We are convinced that the international situation will not improve in the 
foreseeable future to the point that substantial general tax reduction will be 
possible. In view of this fact, we earnestly submit for the consideration of 
this committee our strong feeling that small- and medium-sized businesses, par- 
ticularly in the distribution fields, will continue to disappear slowly from the 
American business scene due to slow starvation for lack of growth capital, un- 
less some tax program is adopted that will credit them for at least a part of 
the absolutely necessary reinvestment of earnings that must take place if they 
are to just hold their own in an expanding economy. 

We feel certain that the economists who have testified before this committee 
are right in their contention that the stimulation of small business, which 
would follow the adoption of the principle of a tax adjustment based on the ac- 
tual fact of reinvestment on an aggregate basis, would more than offset any 
revenue loss within 2 or 3 years’ time. Furthermore, if there is any initial 
revenue loss, it would be more than offset by the new tax revenues that would 
be obtained from the large, multimillion dollar regional and national coopera- 
tives that are now paying very little or no taxes to the Federal Government 
on their corporate earnings. 

If it is the wish of this committee not to subject cooperative corporation earn- 
ings to double taxation, as is the case with private corporate business earn- 
ings under the present law, we would not object. We urge, however, that full 
corporate rates be iupplied to the corporation earning the profit before any dis- 
tributions are made. To do otherwise would, in effect, be to leave us whole- 
salers completely at the mercy of fully tax-exempt retail- or business-owned 
cooperative competition. No tightening of the 1951 law can, in anyway, correct 
the inequities with which we are faced. 
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Unless and until the Congress taxes the cooperative business entity—the 
corporation that earns the profit—on the full amount of that profit, as we non- 
cooperative wholesalers and other businesses are taxed, you leave us at the 
mercy of tax-exempt competitors in the national marketplace. 

Unless and until you devise some means of permitting small- and medium- 
sized businesses—cooperative and private, if taxed alike—to retain more earn- 
ings for growth purposes, you will witness a constantly shrinking small- and 
medium-sized independent business community. 

We strongly urge you to correct both situations immediately, and in this 
session of Congress, while there is still a small- and medium-sized business 
community to protect. 

In the course of these hearings, Mr. Brady Bryson, in behalf of the Inter- 
national Association of Ice Cream Manufacturers and the Milk Industy Founda- 
tion, made a strong statement to this committee along the lines of this presenta- 
tion to which we would like to add our endorsement. 

Further, the trustees of the National Association of Wholesalers at their 
annual meeting last month adopted a resolution which forms the basis of this 
statement. A copy of that resolution is attached hereto and is a part of this 
statement. 


RESOLUTION UNANIMOUSLY ADOPTED BY THE BOARD OF TRUSTEES OF THE NATIONAL 
ASSOCIATION OF WHOLESALERS AT THEIR ANNUAL MEETING, HOTEL ROOSEVELT, 
New York Crry, JANuARY 14, 1960 


Whereas the preservation of growth opportunity in the business community is 
the root of the American free enterprise system; and Whereas special privilege 
has no place in a free, competitive economy; and Whereas special privileges 
granted to certain cooperatives under our present tax system, and the stifling 
effect of the present high tax rates on the balance of the business community 
are both proving an unbearable competitive burden and are hindering the growth 
of the small- and medium-sized businesses of the Nation: Now, therefore, be 
it 

Resolved by the board of trustees of the National Association of Wholesalers 
in the annual meeting assembled this 14th day of January 1960 That the Con- 
gress of the United States is hereby urged to repeal the special privileges now 
enjoyed by cooperatives under present Federal income tax statutes and extend 
to all businesses, including these cooperatives, a tax adjustment based on the 
reinvestment of earnings principle as embodied in the Ikard-Curtis-Sparkman 
bills (H.R. 2, H.R. 13, and S. 59) ; and 

It is instructed that copies of this resolution’ be sent to the President and 
Vice President of the United States, the Secretary of the Treasury, the chairman 
of the House Committee on Ways and Means, the chairman of the Senate Com- 
mittee on Finance, and to all Members of both Houses of the Congress of the 
United States. 

A. H, Jounson, Secretary. 





STATEMENT OF Paut M. MULLIKEN ExXEcuTIVE VICE PRESIDENT NATIONAL 
RETAIL FARM EQUIPMENT ASSOCIATION 


The National Retail Farm Equipment Association is composed of approxi- 
mately 15,000 farm equipment dealers with business establishments in rural 
communities throughout the United States. Most of them are competing with 
tax-exempt retail cooperatives. 

Our members have no quarrel with the cooperative method of doing business. 
They do not consider cooperatives as philantropic organizations. We agree with 
cooperative spokesmen who have stated that this is a way of doing business. 
We simply believe that if profits are made under this method of doing business 
there should be-rio hesitation to impose a tax on such profits. 

Farm equipment dealers throughout the country are experiencing a constant 
increasing need for capital investment to meet customer needs. New and im- 
proved machines require larger inventories of parts and expanded shop facilities 
and equipment. Independent dealers must rely upon after tax retained earnings 
to meet these capital requirements. The cooperative competitors of these dealers 
on the other hand have tax-exempt earnings available for this purpose. This 
gives cooperative a tremendous competitive advantage in growth potential. 
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Mr. Brady O. Bryson, representing the joint committee on taxation of the 
Milk Industry Foundation and the Association of Ice Cream Manufacturers, 
has presented to this committee a clear analysis of various proposals and possi- 
ble solutions of the question and has covered the legal and technical aspects of 
the problem. We are, therefore, confirming our remarks to the competitive situ- 
ation as it affects the independent farm equipment dealer up and down main 
street in rural communities throughout the country. 

Our members do not favor the principle of double taxation and are not pro- 
posing its spread to the cooperative way of doing business. We believe that 
a most equitable plan to tax the profits of cooperatives is the so-called tax 
credit plan embodied in a bill (H.R. 4265) sponsored by Congressman Davis 
of Tennessee. Under his plan the tax is imposed on the cooperative itself to 
the extent that the cooperative exercises dominion over margins retained by 
them but the tax thus incurred is given back to the patrons as margins are 
released to them by the cooperative. This plan eliminates the tax inequality 
at the competitive level. Double taxation is avoided. A corporate tax is im- 
posed only to the extent that the cooperative treats the margins as its own 
income by retaining them for its own use. To the extent that patrons receive 
the margins they become taxable and the corporate tax previously paid is wiped 
out. At no time is there a tax due from anyone who has not receive actual 
funds to pay the tax. This eliminates the present tax incentive to accumu- 
late margins tax-free for expansion purposes. It encourages a distribution 
of cash and tax credit to the patrons from the cooperative. 

We are interested in this issue we repeat again because we are aware that 
the special tax privileges available to the cooperative form of doing business 
creates an unbearable competitive problem for farm equipment dealers. 

We urge the repeal of the special privileges now enjoyed by cooperatives 
under present Federal income tax laws and the extension to all business, in- 
cluding cooperatives, a tax adjustment based on the reinvestment of earnings 
principle as embodied in the Ikard-Curtis bills, H.R. 2 and H.R. 13. This 
would provide to all business, including cooperatives, a reasonable, before-tax 
deduction, measured by aggregate reinvestment of earnings in appreciable 
assests, inventory, and accounts receivable. All competing business would be 
on an equal footing in the market place and equally important there would be 
little if any net loss in revenue to the Federal Treasury. 

In conclusion we wish to call your attention again to the fact that the prime 
concern of farm equipment dealers is the lack of access to capital to keep up 
with the expanding economy. In this situation, it is most serious to face com- 
petition in the marketplace who are allowed a complete tax-exempt State. 





STATEMENT OF RUSSELL R. MUELLER, MANAGING DIRECTOR, 
NATIONAL RETAIL HARDWARE ASSOCIATION 


On behalf of the 23,000 hardware dealer-members of the National Retail Hard- 
ware Association, I wish to associate our organization with the presentation made 
before this committee by Brady O. Bryson for the Joint Committee on Taxation 
of the Milk Industry Foundation and the International Association of Ice Cream 
Manufacturers on the issue of cooperative taxation. 

We have no desire to extend the record of these hearings by covering the same 
ground. Mr. Bryson has ably presented a clear analysis of the various proposals 
and possible solutions of the question and has covered the legal and technical 
aspects of the problem. 

We wish to call your attention to the constant increasing need for capital 
investment in distribution facilities in order to meet customer needs. Small in- 
dependent businesses such as retail hardware stores must depend on after-tax 
retained earnings to meet these capital requirements. Hardware dealers through- 
out the country are disturbed by the fact that many of their competitors, large 
and small cooperatives, are not bearing an equitable share of this high tax bur- 
den. As a result, these cooperative competitors have a tremendous competitive 
advantage in growth potential. 

The cooperatives competing at the retail level with hardware dealers are not 
philanthropic organizations. As cooperative spokesmen have stated many times, 
this is a way of doing business. Hardware dealers certainly have no quarrel with 
this way of doing business, but they sincerely believe that if money is made 
under this method of doing business there should be no hesitation to impose 
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tax on the profits. It is our primary concern that our competitors be required 
to pay tax on undistributed margins. 

Our members do not favor the principle of double taxation and are not pro- 
posing its spread to the cooperative way of doing business. We believe that a 
most equitable plan to tax the profits of cooperatives is the so-called tax credit 
plan embodied in a bill (H.R. 4265) sponsored by Congressman Davis of Tennes- 
see. Under this plan the tax is imposed on the cooperative itself to the extent 
that the cooperative exercises dominion over margins retained by them but the 
tax thus incurred is given back to the patrons as margins are released to them 
by the cooperative. This plan eliminates the tax inequality at the competitive 
level. Double taxation is avoided. A corporate tax is imposed only to the extent 
that the cooperative treats the margins as its own income by retaining them for 
its own use. To the extent that patrons receive the margins they become taxable 
and the corporate tax previously paid is wiped out. At no time is there a tax 
due from anyone who has not received actual funds to pay the tax. This 
eliminates the present tax incentive to accumulate margins tax free for expan- 
sion purposes. It encourages a distribution of cash and tax credit to the patrons 
from the cooperative. 

Special tax privileges granted to cooperatives competing with hardware 
dealers under our present tax system and the stifling effect of the present high 
tax rate on the business community provide an unbearable competitive burden. 
This is hindering the growth of small independent business and encouraging the 
growth of their competitors. 

We urge the repeal of the special privileges now enjoyed by cooperatives under 
present Federal income tax laws and the extension to all business, including 
cooperatives, a tax adjustment based on the reinvestment of earnings principle 
as embodied in the Ikard-Curtis bills, H.R. 2 and H.R. 13. This would pro- 
vide to all business, including cooperatives, a reasonable, before-tax deduction, 
measured by aggregate reinvestment of earnings in appreciable assets, in- 
ventory, and accounts receivable. All competing business would be on an equal 
footing in the marketplace and equally important there would be little if any 
net loss in revenue to the Federal Treasury. 

The small independent retailer has no access to capital for expansion pur- 
poses. He is caught between the competitive vice of retail outlets owned by 
larger companies which have access to the capital market and tax-exempt 
cooperatives which can retain earnings for expansion. 

We sincerely urge the committee to give immediate consideration to this 
question which is of such vital concern to the very existence of small independent 
business up and down main street throughout the United States. 


STATEMENT OF NATIONAL RETAIL LUMBER DEALERS ASSOCIATION ON THE TAXATION 
OF COOPERATIVES 


Mr. Chairman and members of the committee, my name is John H. Else and 
I am legislative counsel for the National Retail Lumber Dealers Association. 

The members of this association have long supported legislation which 
would place cooperatives on the same basis as other taxpaying cooperations 
for income tax purposes. 

In 1951 Congress passed a law which was intended to tax the cooperatives 
earnings once either in the hands of the cooperative or in the hands of the 
members of the cooperative. 

However, in a series of decisions the courts have, for all practical purposes, 
made the 1951 law ineffective. 

At present, a cooperative may exclude from its taxable income the noncash 
patronage dividends it issues to its members, and such dividends are not taxable 
to the members of the cooperative receiving them. 

There are a number of proposals pending before this committee including 
the recommendations of the Treasury Department (H.R. 7875). 

The difficulty that we see in several of these proposals is that they would 
tax the members of the cooperative but not the cooperative itself. 

If Congress desires to eliminate the tax favoritism granted cooperatives over 
other competing business firms it should tax the net margins of the cooperative 
and not permit the cooperative to retain these tax-free earnings to expand or 
to buy out taxpaying business concerns which no longer can compete. 
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The Treasury proposal would permit cooperatives to deduct amounts paid to 
the patron during the taxable year if paid (1) in cash, or (2) in the form 
of qualified patronage certificates bearing interest at 4 percent and redeemable 
in cash within 3 years. The patron would pay taxes on the cash he receives. 

Although this is a step in the right direction it still falls short of placing 
cooperatives on the same tax basis as other corporations. 

To permit the cooperative to escape taxation by making a noncash or “paper” 
allocation on its books to its members but retaining the cash earnings with 
which to expand its operations is certainly no solution to this problem. 

Today, cooperatives are, in the main, big business and no longer need tax 
benefits and favoritism. 

In 1954 it is estimated by the Department of Agriculture, farmers marketing 
and purchasing cooperatives had assets of $3.6 billion and their gross volume 
of business in 1956 was estimated at $13.5 billion. 

A taxpaying corporation large enough to pay the maximum tax of 52 percent 
must do twice as much business and earn twice as much as a cooperative if it 
is to continue to expand as fast as the cooperative. 

According to figures presented to this committee by the assistant to the 
Secretary of the Treasury, the average farmers marketing and purchasing co- 
operative did over $1 million worth of business in 1956 while the average tax- 
paying corporation had receipts of less than $750,000. 

The fact that under present law a substantial part of the earnings of coopera- 
tives is not taxed either to the cooperative or to its members creates a most 
inequitable situation where the cooperative is in competition with taxpaying 
firms. 

It is also unfair to all other taxpayers and it becomes more unfair when taxes 
are as high as at present. 

There is a bill before the committee, H.R. 3848, which provides that no 
patronage refunds could be deductible by a cooperative and that all of the 
earnings of the cooperative would be subject to the corporate rate of taxation. 
The patrons would, however, be allowed a tax credit against their tax in the 
amount of tax paid by the cooperative under certain circumstances. 

This bill approaches tax equality closer than most of the other measures 
before this committee and merits the careful consideration of Congress. 

It has been argued that because of its peculiar situation a cooperative has no 
income as such. It makes little difference to a taxpaying firm, crowded to the 
wall by competing cooperatives, whether the earnings retained by the coopera- 
tive are called income or not. 

The cooperatives should not be permitted to shift the burden of taxes to 
their patron members by taxing such members on the “paper” dividend received 
while the cash is retained by the cooperative tax-free to be used as it sees fit. 

The time has come for an objective reappraisal of the tax status of coopera- 
tives and the enactment of laws which will remove existing inequities in our 
tax structure. 


STATEMENT SUBMITTED BY NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION 
ON THE SUBJECT OF TAXATION OF COOPERATIVES 


The legislative proposals of the Treasury Department which are being con- 
sidered by the committee in these hearings would deny deductibility from gross 
income to allocations of net margins to patrons unless certain requirements are 
met. As we interpret those proposals, they do not affect rural electric coopera- 
tives. They apply only to nonexempt cooperatives and to those exempt coopera- 
tives whose exemption is granted in terms of what is excludable or deductible 
from gross income. 

Representatives of cooperatives which would be directly affected by such 
legislation will undoubtedly discuss them in detail. Therefore, this statement 
will not do so. We are opposed, however, to the legislation that has been 
proposed. 

The proposed legislation provides that allocations of net margin shall not be 
deductible from gross income unless interest of at least 4 percent is paid upon 
them and the principal amounts are paid within 3 years. Failure to comply 
with these proposed requirements would mean that the cooperatives would have 
to pay taxes on the net margins which they retained for necessary cooperative 
purposes. 
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To impose rigid time limits, of short duration, within which the coopera- 
tives must refund net margins would, in our opinion, be unfair and would be 
destructive of cooperatives generally. A cooperative which has a continuing 
need for substantial amounts of capital and reserves, as does a rural electric 
cooperative, would find it impossible to operate under such requirements. It 
would, in effect, mean that cooperatives could not operate in fields where there 
is a need for such capital and reserves. It is true that the proposed legisla- 
tion does not forbid cooperatives to operate if they fail to comply with the 
specified time limit. It is true the proposed legislation merely denies deducti- 
bility to allocations of net margins if they are not refunded within the specified 
time limit. This, however, is the key point. By denying deductibility, the 
legislation would impose heavy tax burdens upon the cooperatives, and by so 
doing could destroy many of them. 

A cooperative should never be compelled to pay taxes upon money furnished 
by its patrons for the sole purpose of enabling the cooperative to serve them, 
when that money is earmarked as belonging to the patrons. It is not income 
to the cooperative. The cooperative in effect holds that money as trustee for 
the patrons, and it is to use that money only for the purposes for which the 
patrons paid it, namely, the operation of the cooperative in rendering the service 
for which it was created. There is no proper basis or justification for taxing 
the cooperative on that money. 

The proposal that a cooperative be required to pay interest of at least 4 per- 
cent on money thus furnished by its patrons must be characterized as unfair, 
undemocratic and destructive. A cooperative is a group of people joining to- 
gether to help themselves through their joint action. The cooperative is merely 
the instrumentality, through which this group self-help project is conducted. 
If these people, who control the cooperative, want no return—no profit—on the 
net margins they create, how can the Congress say they must make such a profit? 
Is Congress also prepared to say that if friends or relatives lend one another 
money, interest must be charged? Is Congress prepared to say that people can- 
not voluntarily join together for their mutual benefits on a nonprofit basis? Is 
Congress ready to say that there shall no longer be true cooperatives? 

Clearly, the legislative proposals discussed above are ill-conceived and would 
be destructive in effect. They should not be adopted. 

Other proposals have been made to provide a new type of tax treatment for 
allocations made to the patrons of cooperatives. Although this new treatment 
may be satisfactory for some types of cooperatives—as some maintain—it would 
be unfair and ruinous for many rural electric cooperatives. 

The different types of cooperatives in the United States vary greatly in the 
manner in which they are financed (both as regards sources of funds and equity 
to debit ratios) and operated, and in the purposes which they serve. For these 
reasons the problems which each type of cooperative faces obviously differ. 
Therefore, before considering the tax burden which a particular type of coopera- 
tive or its patrons should bear, it is absolutely essential that there be detailed 
knowledge of the complete structure and functioning of that type of cooperative. 
We do not have such information with respect to any type of cooperative other 
than the rural electric cooperative and consequently we do not presume to speak 
for any type of cooperative other than rural electric. Also we urge that the 
committee exercise care to avoid confusing the characteristics of the rural elec- 
tric cooperatives with the characteristics of other types of cooperatives. 

In this statement we shall seek to demonstrate why the proposed legislation 
should not be applied to the patrons of rural electrie cooperatives; but, in so 
doing, we wish to emphasize that whatever we say with respects to the tax treat- 
ment of allocations to patrons, it is intended to apply only to rural electric coop- 
erative patrons. 

BACKGROUND INFORMATION 


The rural electrification program as we know it today was initiated as an 
emergency program by Executive order in 1935. In 1986, Congress passed the 
Rural Electrification Act and the rural electrification program has been carried 
on under that act, as thereafter amended, since that time. 

In 1935, only about 10 percent of the farmers of the country were receiving 
eentral station electric service. The commercial power companies were either 
unable or refused to extend service to the unserved 90 percent—or the exorbitant 
rates and the extra charges which the power companies commanded from the 
farmers to extend lines to them, were so far beyond what the farmers could pay 
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that it was impossible for them to have these lines extended to their homes. 
Because of the many adverse economic and engineering factors, including spar- 
sity of population in the areas to be served and the abnormally large amount of 
investment per consumer which was needed to bring central station electric 
service to these rural areas, it was necessary to develop methods which would 
keep costs at a minimum, if the Congress were to successfully accomplish the 
electrification of rural America—a task which the Congress felt was not only 
economically but, perhaps more important, socially necessary. Adequate capital 
at minimum carrying costs had to be obtained if the congressional goal was to 
be achieved. Congress provided that capital through the REA loan program. 
It was necessary to find or create adequate sources of electric power at low 
rates. This was ultimately provided for in various ways—through purchases 
from Government power installations, through purchase from commercial power 
companies, and through cooperative generating facilities when other sources 
were not economically available. Methods had to be devised to reduce the cost 
of construction—and the engineers wrought miracles in that respect. And last 
—but far from least—a type of organizational setup had to be used or created 
which would provide operation at minimum costs. The cooperative vehicle, the 
rural electric cooperative, was found to be the only type of organization which 
would enable rural America to obtain central station electric service which it so 
badly needed for itself and for the overall economy of the country. 

The results of the program are well known. Now approximately 95 percent 
of the farms of America are receiving central station electric service. About 
half are served by borrowers of the Rural Electrification Administration—almost 
5 million consumers—the other half are served by the commercial power com- 
panies which were given an effective example by the rural electric systems 
demonstrating that rural service is feasible, at least in some areas in the United 
States. 

The job, however, is far from finished. The demand for electricity continues 
to grow and is expected to continue to grow at an ever-increasing rate for the 
indefinite future. The facts are that the loads of these rural electric coopera- 
tive systems have been doubling every 5 to 7 years; about 30 percent faster than 
for the Nation as a whole. This continuing increase in the consumption of 
electricity means large new and replacement investments by the rural electric 
cooperatives. 

The service areas of these rural electric cooperatives are still comparatively 
sparsely settled. In many places, there is still less than one consumer to the 
mile. Today, for the program as a whole, the average number of consumers per 
mile of rural electric cooperative line is still only about three. Compare this 
to a large metropolitan area where the number of consumers per mile of line 
may well number in the many hundreds. But even on a more comparable basis, 
in the State of Wisconsin, for example, where a study was recently made, the 
rural electric cooperatives serve about 3 consumers per mile of line whereas 
the commercial utilities serve some 28 consumers per mile of line. At the same 
time, in Wisconsin, the revenue per mile of line of the rural electric coopera- 
tives, on the average, amounts to only $430. Contrasted to this is the fact that 
the commercial utilities in Wisconsin have an average revenue per mile of 
line of $4,240. 

As we all know too well, many of the farm areas in the United States served 
by these rural electric cooperatives have been and continue to be in a depressed 
state of economy. As an indication of this fact, we know that today the rural 
electric cooperatives have over 375,000 idle services on their lines. This means, 
of course, that the existing members and the new members of rural electric 
cooperatives will have, in effect, to pay for the cost of the facilities which were 
constructed to serve these members who have since left the area. In other 
words, the investment tied up in idle services must be paid off even though there 
is no revenue coming into the cooperative from this investment. The consum- 
ers in these depressed areas cannot afford price increases, whether they are 
direct or indirect price rises resulting from increased tax burdens. 

To further elaborate on this point, we know that many of the cooperatives 
today have an unsatisfactory debt service earned ratio. This ratio is a stand- 
ard devised by the Rural Electrification Administration to determine the ability 
of the rural electric cooperatives to meet their maximum debt service payment 
to the Federal Government out of current income received by the cooperative. 
We know that today some 150 rural electric coperatives have an unsatisfactory 









430 TAX TREATMENT OF EARNINGS OF COOPERATIVES 






debt service earned ratio. In other words, about 15 percent of the rural electric 
cooperatives do not enjoy the degree of financial stability that the Rural Elec- 
trification Administration states is minimum. Whatever success these rural 
electric cooperatives have had to date has been made possible only through the 
combined cost-reducing factors enumerated above and they cannot hope to con- 
tinue in successful operation if all those same low-cost factors are not continued. 

Certainly it should not be overlooked that not only are the some 5 million 
member consumers dependent upon their rural electric cooperatives for a source 
of power at the lowest possible costs, but that these 5 million consumers have 
contributed, and will continue to contribute, greatly to the economy of the 
country as a whole. They have already spent billions of dollars for electrical 
equipment and appliances to say nothing of the some $4 billion that has been 
invested in plant and equipment in the program to date but the surface has 
still only been scratched. As projected by the National Rural Electric Cooper- 
ative Association, rural electric cooperative consumers in the year 1960 will 
purchase an estimated $1 billion worth of electrical appliances in this 1-year 
period alone. If the economic conditions of these consumers is further 
depressed, this tremendous market for electrical equipment and appliances will 
decrease and possibly disappear. The resultant effect on the overall economy 
of the country could be extremely harmful. This is not an idle or careless 
statement. It should be recalled that during the 1957-58 recession the President 
of the United States specifically called upon the rural electric cooperatives and 
their members to aid in getting us out of the recession by purchasing electrical 
appliances and equipment and also investing further in their capital equipment 
and facilities. 

The foregoing has sketched briefly the background of the job the rural electric 
cooperatives were organized to do. 


The special problem of the rural electric cooperative 


In meeting its specialized task the rural electric cooperative had to be a 
different creature than other forms of cooperatives in many respects. <A very 
basic difference is the fact that rural electric cooperatives require tremendous 
amounts of long-term low-cost capital. The high level of investments needed 
for a rural electric cooperative precludes the possibility of obtaining any sub- 
stantial amount of these investments from the members themselves as has been 
and is true of many other types of cooperatives today. 

The most current available data obtained from an analysis of the audit reports 
of a substantial number of farmer cooperatives (not rural electric cooperatives ) 
of all types point out that about 45 percent of the farmer cooperatives in the 
country depend primarily on members and other patrons for their capital 
requirements with no current loans from outside sources. This same study 
also points out that 70 percent of the total capital of these farmer cooperatives 
is contributed by the members and other patrons who are the users of the 
cooperative’s services. Much of the capital of these farmer cooperatives is 
revolved over a period of time. The records show that the “revolving time” 
involved roughly approximates, for all types farmer cooperatives, a range of 9.2 
years to about 13 years.’ Of course, some types of farmer cooperatives revolve 
their capital in as few as 6% years and some even higher than the 13 years. 

But still it must be recognized that the amount of investment per consumer 
in these farmer-type cooperatives is relatively very small when compared to 
the investment per consumer member of a rural electric cooperative. On the 
average, the investment per consumer of a rural electric cooperative approxi- 
mates about $1,000. 

The above data establishes the fact that a vast difference exists between rural 
electric cooperatives and farmer’s purchasing and marketing cooperatives with 
respect to their financial structures. This, alone, demonstrates that it is impos- 
sible to generalize about the cooperative program in the United States. 

To state the financing requirements differently, we know that the capital 
needed for many farmer cooperatives in the country has been supplied to a 
large degree by the members of these farmer cooperatives through their 
purchases of stock or memberships and that, in many instances, little or no 
borrowing from outside sources has been necessary. In such situation, as- 
suming high levels of economic activity, patronage refunds perhaps can be 


1U.S. Department of Agriculture, Farm Credit Service, “Financing Farmer Cooperatives,” 
June 1957. 
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repaid in cash or its equivalent each year with little or no strain on the 
financial structure of these farmer cooperatives. But, as we also know, even 
within these farmer cooperatives there generally is a continual need for at 
least operating capital, and therefore patronage refunds may at times have 
to be distributed in other than a cash form, so that the cooperative may retain 
some of the cash for carrying out its legitimate functions. Even such co- 
operatives, however, often can revolve their capital needs within a short time 
as compared with rural electric cooperatives. 

In contrast, the heavy investment involved in a rural electric cooperative, 
for the construction of extension of extensive electric plant facilities and 
equipment has required, as in the electric utility field generally, the incur- 
rence of large amounts of long-term indebtedness. These tremendous amounts 
of capital could not be obtained from the members themselves as could the capital 
needed by many of the other farmer cooperatives. Congress recognized 
this need in creating the rural electric loan program and has con- 
tinued to recognize this need by making the necessary appropriations when 
required. Contrasted to farmer-type cooperatives, the rural electric coopera- 
tives started operation with 100 percent Government debt financing. This 
debt was to be repaid to the Government over a period of 35 years. It is 
of more than passing interest to note—for it seriously impinges upon the 
financial structure of the rural electric cooperatives—that as contrasted to 
commercial utility operations and even to some of the operations of other 
farm cooperatives the rural electric cooperatives are required to repay their 
indebtedness to the Federal Government within a period of 35 years. The 
entire debt must be retired. The commercial power companies, as we all 
know, do not retire their borrowed capital—they merely refinance it. 

This requirement, that the loans made by the Federal Government to the rural 
electric cooperatives be paid off in a period of 35 years, imposes a heavy and 
unusual burden upon its members. And this burden, of course, becomes an 
ever-increasing burden due to the simple fact that load growth requires ever- 
increasing amounts of capital, and more of this borrowed capital can be re- 
financed, but must be paid off. 

In these respects, the rural electric cooperatives have a unique problem. These 
problems cannot be compared with the problems of a cooperative that needs, 
for example, comparatively small amounts of capital, or whose primary needs 
are for short-term capital, or which can revolve its capital over relatively short 
periods of time. 

The rural electric cooperative is a service-at-cost nonprofit organization. It 
charges its consumers only such rates as are needed to produce the amounts re- 
quired for successful operation. This means, of course, that it must charge its 
consumers something more than its actual operating costs. It must maintain 
certain reserves. It must repay the Government’s loan. Therefore, its cash 
requirements will be greater than its actual operating costs. This excess of the 
cooperative’s revenues over its operating costs is the net margin which the 
cooperative must obtain in order to operate. However, the cooperative is re- 
quired to allocate back to its patrons on the basis of its member’s patronage all 
of this net margin. Obviously, the cooperative, in such circurastances, cannot 
earn a profit and the cooperative is in fact as well as in theory a nonprofit 
organization. 


Rural electric cooperative patrons should not be tared on allocations 


We now come to the major question involved here—whether the mere alloca- 
tion of the net margin to the patrons constitutes income to the patron. 


THE COURT DECISIONS RELATING TO TREATMENT OF ALLOCATIONS TO PATRONS 


The courts, in cases involving fact situations similar to those of rural electric 
cooperatives, have definitely held that it does not. We submit that these deci- 
sions are clearly correct and that, with respect to rural electric cooperatives, they 
are the only decisions that can properly be made. 

The two leading cases on the subject of tax treatment of patronage refunds are 
Commissioner vy. B. A. Carpenter, 219 F. 2d 635 (CCA 5th, 1955) and Long Poul- 
try Farms, Inc. v. Commissioner, 249 F. 2d 726 (CCA 4th, 1957). The Carpenter 
case deals with a cash basis taxpayer and the Long Poultry case deals with an 
accrual basis taxpayer. In both cases the courts held very definitely that unless 
and until a patron has received something from the cooperative which has some 
market value the patron has received no income from the cooperative. 
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The syllabus of the Carpenter case succinctly states the facts and demonstrates 
that although the cooperative involved in that case was a farmers’ marketing 
cooperative exempt under section 101(12) of the Internal Revenue Code of 1939 
(now covered by secs. 521, 522 and of the 1954 code) the factual situation is pre- 
cisely the same as that which exists in connection with allocations made by 
rural electric cooperatives. It states: 

“* * * The court of appeals, Holmes, circuit judge, held that where there was 
an agreement between tax exempt farmer cooperative association and its pa- 
trons that association could keep a part of proceeds received from sale of produce 
of patrons to maintain adequate reserves and issue to patrons revolving fund 
certificates, which were redeemable only in discretion of association’s directors, 
and only on approval of mortgagee bank, and which bore no interest, and which 
had no fair market value when issued, certificates, when issued to patron, did 
not constitute taxable income of patron.” 

The court in its opinion reviews the arguments presented by the Commissioner. 
It is interesting to note, in that connection, that the Commissioner relied upon 
reasoning which the Internal Revenue Service had used for many years, and 
which is the basis of the new proposals made to this committee, but the court 
flatly rejected that reasoning, saying: 

“* * * that when the directors have determined to issue the certificate the 
respondent should be treated as if he had actually received the cash in the amount 
evidenced by the certificate and reinvested the cash in the cooperative. We think 
such contentions are unsound” (p. 636). 

In giving the reasons for its decision, the court said (p. 636) : 

“It is abundantly clear that the taxpayer’s receipt of revolving fund certificates 
was not the equivalent of the actual receipt of cash, because the certificates had 
no fair market value. Furthermore, it is obvious that the funds withheld by the 
cooperative were not subject to the demand of the respondent. The respondent 
could control neither the amount of the funds that he would ultimately receive 
nor the time at which he might receive them. These matters were left to the 
discretion of the cooperative’s directors, and even the directors could not pay 
off the certificates without written consent of the mortgagee. Therefore, the 
respondent never actually or constructively received or had any right to receive 
anything but the certificates. It is fundamental in income taxation that, before 
a cash basis taxpayer may be charged with the receipt of income, he must receive 
cash or property having a fair market value, or such cash or property must be 
unqualifiedly subject to his demand. We are of the opinion that the certificates, 
when issued to the respondent, did not constitute income. Accordingly, the judg- 
ment appealed from should be and is affirmed.” 

It should be noted that the revolving fund certificates given to the patrons 
in this case represented their shares of the amounts which the cooperative found 
necessary to keep as reserves. The net margins realized by rural electric co- 
operatives are also required for the maintenance of necessary reserves. But, 
in addition, they are also necessary to create funds for the repayment of the 
Government’s loans. Thus, if anything, the case for the rural electric co 
operative and their patrons is stronger than it was for the cooperative and the 
cooperative’s patrons in the Carpenter case, because the moneys needed and 
used for the repayment of the Government’s loans are not even subject to any 
discretion on the part of the directors of the cooperative. The money must 
be collected from the patrons and it must be paid to the Government. In all 
other respects there is an excellent analogy between the facts in the Carpenter 
case and the facts involved in the operations of a rural electric cooperative. 
And what the court held in the Carpenter case is not only legally sound, but 
it is also the only realistic and fair ruling that could be made. To compel a 
patron to treat as income the amounts represented by paper allocations to him 
would be nothing more nor Jess than a penalty imposed upon him. There is no 
logic to sustain such action. 

The Long Poultry case cited and quoted with approval from the opinions of 
both the Tax Court and the court of appeals in the Carpenter case. The only 
difference between the two cases was that in the Long Poultry case an accrual 
basis taxpayer was involved. In that case the Tax Court ruled against the 
taxpayer. It reasoned that although a cash basis taxpayer, as in the Carpenter 
case, could not be considered to have received income until he receives cash or 
something having a market value, in the case of an accrual basis taxpayer the 
money accrued to the patron when he received his notice of allocation of patron- 
age refunds. The court of appeals reversed the Tax Court. The court of 
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appeals very properly pointed out that money does not accrue to anyone until 
his right to receive the money becomes fixed. His right to receive money from 
the cooperative did not become fixed by the allocation of net margins, because 
payment was still subject to conditions entirely beyond his control. 

The Long Poultry case also involved a farmers’ marketing cooperative, but 
again the reasoning is fully applicable to the rural electric cooperative. 


The mortgage given to the Government restricts payment of allocations 


It should be noted that in the case of rural electric cooperatives there are 
contingencies present which do not exist with many other types of cooperatives. 
The rural electric cooperatives are completely financed by loans from the United 
States acting through the Rural Electrification Administration. The notes 
covering these loans are secured by trust indentures or mortgages on all of 
the borrowing cooperative’s property. The mortgage or trust indenture spe 
cifically provides that the borrowing cooperative will not make any repayments 
to the patrons until a certain minimum liquidity has been attained. The 
standard provision covering this requirement reads as follows: 

“The Mortgagor (the cooperative) will not declare or pay any dividends, 
patronage refunds, or make any retirement of patronage capital or other cash 
distribution to its members or stockholders or to consumers unless after such 
payment, retirement, or distribution the liquid assets of the Mortgagor, after 
deducting therefrom the total of current liabilities of the Mortgagor, will equal 
at least forty per centum (40%) of the reserves for depreciation applicable to 
properties of the Mortgagor in accordance with good accounting practice, or 
equal the sum of interest and principal payments dues in a twenty-four month 
period in which miximum interest and principal payments become due and 
payable according to the terms of notes then outstanding, whichever is larger; 
provided, however, that in no event will the Mortgagor make any such payment, 
retirement or distribution if there remains unpaid any installment of principal 
or interest due on the notes, or if the Mortgagor is in default hereunder. Any 
general cancellation, or abatement of charges for electric energy or other serv- 
ices furnished by the Mortgagor shall be deemed a cash distribution to con- 
sumers. For the purpose of this Section ‘liquid assets of the Mortgagor’ 
shall be deemed to include only the following: (1) cash or bank deposits other 
than deposits or cash required to be deposited in special trust accounts pursuant 
to the Loan Contract, or by direction of the noteholders pursuant to this Mort- 
gage, (2) investments or deposits in building and loan associations, (3) invest- 
ments in obligations of the United States of America, and (4) advance pay- 
ments, which shall be deemed to be payments in respect of the notes in addition 
to the amounts due thereon or applied thereto; ‘current liabilities’ shall not 
be deemed to include (i) liabilities which the Mortgagor is authorized, under 
the Loan Contract or this Mortgage, to pay from moneys deposited in the above 
mentioned trust accounts, nor (ii) principal payments due and payable on the 
notes within the next succeeding twelve months.” 

Thus, not only are the repayments to the patrons subject to the decision of 
the board of directors, but the powers of the board of directors are circum- 
scribed by the provisions of the mortgage or trust indenture which has been 
given to the Government. 


The bylaws restrict payment of allocations 


The standard bylaw provisions recommended by REA also place restrictions 
upon the board of directors as well as the patrons. A standard provision in 
the bylaws reads as follows: 

“In the event of dissolution or liquidation of the cooperative, after all out- 
standing indebtedness of the cooperative shall have been paid, outstanding 
capital credits shall be retired without priority on a pro rata basis before any 
payments are made on account of property rights of members. If, at any time 
prior to dissolution or liquidation, the board of trustees shall determine that the 
financial condition of the cooperative will not be impaired thereby, the capital 
then credited to patrons’ accounts may be retired in full or in part. Any such 
retirements of capital shall be made in order of priority according to the year 
in which the capital was furnished and credited, the capital first received by 
the cooperative being first retired.” 

(This provision is usually followed by a statement of a requirement as to 
liquidity similar to those contained in the mortgage or trust indenture which 
has been quoted above.) 
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The standard bylaws also provide that the amounts credited to the patrons 
“* * * shall be assignable only on the books of the cooperative pursuant to writ- 
ten instruction from the assignor and only to successors in interest or successors 
in occupancy in all or a part of such patron’s premises served by the coopera- 
tive unless the board of directors, acting under policies of general application, 
shall determine otherwise.” 

Then it can be seen that even the assignment of this credit is severely 
circumscribed. 

The standard form of bylaw does permit repayment of these credits, in the 
discretion of the directors, to the estate of a deceased patron. The provision 
so permitting reads as follows: 

“Notwithstanding any other provision of these bylaws, the board of trustees, 
at its discretion, shall have the power at any time upon the death of any patron, 
if the legal representative of his estate shall request in writing that the capital 
credited to any such patron be retired prior to the time such capital would 
otherwise be retired under the provisions of these bylaws, to retire capital 
credited to any such patron immediately upon such terms and conditions as the 
board of trustees, acting under policies of general application, and the legal 
representatives of such patron’s estate shall agree upon; provided, however, 
that the financial condition of the cooperative will not be impaired thereby.” 


Patron has no control over payment of allocations 


In these circumstances, it is entirely clear that the patron of the rural electric 
cooperative has no control whatsoever as to when he will receive payment on 
account of the credits due him. He cannot either compel its repayment by any 
particular time nor can he write it off as a loss by any particular time—and 
this is a key point that must be kept in mind. 

It would be completely illogical and grossly unfair to charge a patron with 
income when he has in fact received no income, and to leave him dangling in 
midair with respect to the second half of the transaction—namely, the actual 
receipt of the income or the right to write it off asa loss. In each of the cases 
where a right to receive money is considered income, there is the ability on the 
part of the taxpayer to bring the transaction to a close either by the actual 
collection of that income or by proving that it is not collectible and writing it 
off as a loss. For example: when the right to receive money accrues to an 
accrual basis taxpayer, he must report that right as though the money had 
been received, but he can protect himself from harm in one of two ways: he 
can later collect the money or establish the fact, through suit or otherwise, that 
it is not collectible and then he can take the loss on his tax return. In the case 
of a rural electric cooperative patron, however, there is no such right. Even 
though such a patron does not collect the amount of the net margins which have 
been allocated to him, he cannot sue or in any other way establish that it is 
not collectible and take the loss on his tax return. You would then have the 
anomalous situation of a taxpayer being compelled to treat as income moneys 
he has not yet received, may not receive for the indefinite future (a fact which 
is especially true in the case of rural electric cooperatives because of the large 
amounts of long-term borrowing involved), and which he may never be able 
to treat as a loss. 

This lack of control on the part of the patron to bring his tax liability to a 
conclusion should demonstrate beyond doubt why the court’s decisions are 
correct and should not be circumvented by any additional legislation. 


Internal Revenue regulations 


The new Internal Revenue regulations have brought the Internal Revenue 
Service practices into conformity with the decisions of the courts. The pertinent 
parts of these regulations are: 

T.D. 6428 


“Sec. 1.61-5. Allocations by cooperative associations: tax treatment as to 
patrons. 


“(b) Extent of taxability: (1) amounts allocated to a patron on a partonage 
basis by a cooperative association with respect to products marketed for such 
patronage, or with respect to supplies, equipment, or services, the cost of which 
was deductible by the patron under section 162 or section 212, shall be included 
in the computation of the gross income of such patron, as ordinary income, to 
the following extent: 
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(i) If the allocation is in cash, the amount of cash received. 

“(ii) If the allocation is in merchandise, the amount of the fair market 
value of such merchandise at the time of receipt by the parton. 

“(iii) If the allocation is in the form of revolving fund certificates, retain 
certificates, certificates of indebtedness, letters of advice, or similar docu- 
ments, the amount of the fair market value of such documents at the time 
of its receipt by the patron. For purposes of this subdivision, any docu- 
ment containing an unconditional promise to pay a fixed sum of money on 
demand or at a fixed or determinable time shall be considered to have a 
fair market value at the time of its receipt by the patron, unless it is clearly 
established to the contrary. However, for purposes of this subdivision, any 
document which is payable only in the discretion of the cooperative asso- 
ciation, or which is otherwise subject to conditions beyond the control of the 
patron, shall be considered not to have any fair market value at the time 
of its receipt by the patron, unless it is clearly established to the contrary.” 

“(3) (i) Amounts which are allocated on a patronage basis by a cooperative 
association with respect to supplies, equipment, or services, the cost of which 
was not deductible by the patron under section 162 or section 212, are not in- 
cludable in the computation of the gross income of such patron.” 

“(c) Special rule: If, for any taxable year ending before the date of pub- 
lication of this paragraph in the Federal Register as a Treasury decision, 2 
taxpayer treated any patronage dividend received in the form of a document 
described in paragraph (b)(1) (iii) or (iv) of this section in accordance with 
the regulations then applicable (whether such dividend is subject to paragraph 
(b) (1) or (8) of this section), such taxpayer is not required to change the 
treatment of such patronage dividends for any such prior taxable year. On the 
other hand, the taxpayer may, if he so desires, amend his income tax returns 
to treat the receipt of such patronage dividend in accordance with the provisions 
of this section, but no provision in this paragraph shall be construed as extending 
the period of limitations within which a claim for credit or refund may be filed 
under section 6511.” 

We submit that, insofar as rural electric cooperative patrons are concerned, 
the new regulations are needed not only to comply with the rulings of the courts, 
but also to bring Treasury practice into conformity with the facts and to do 
justice. Any impartial consideration of the facts will establish clearly and 
beyond question of doubt that patrons of rural electric cooperatives receive no 
income when allocations of net margins are made to them. The allocation to 
the patron is merely the acknowledgement by the cooperative that it has charged 
the patron more than its actual operating cost. It constitutes a binding com- 
mitment on the part of the cooperative to repay such amounts to the parton, but 
only if, as, and when it is able to do so. The allocation also establishes the 
amounts to be paid to the parton, if possible, upon liquidation, after other debts 
and obligations have been discharged. However, until the patron has received 
money, or something that has an immediate and determinable market value, it 
is erroneous to say that he has received income. 


The patron’s true costs are what he pays—and allocations do not decrease 
those costs 


When viewed from the standpoint of the patron, it becomes obvious that his 
costs are what he actually pays and there is no reduction in those costs until 
he actually receives something back. In order to receive electricity the patron 
must pay his entire monthly electric bill. He has no choice. He cannot pay 
only that part of his bill which represents his share of the cooperative’s operat- 
ing expenses, and refuse to pay the remainder of his bill which represents his 
share of the net margin which the cooperative must receive to continue to operate. 
Thus, the patron’s electricity costs him—in cash—what he pays on his monthly 
bill precisely as it does the customer of a commercial power company. 

From the standpoint of the cooperative, it charges only such rates as will 
produce the revenues needed for continued operation. The cooperative also has 
no choice. If it charges less than the revenues needed—if it limits its revenues 
to the amount of its operating expenses—it will be put out of business. 

This, then, is the actual situation: The rural electric cooperative patron must 
pay the amount of his electric bill or do without service. His cost of electric 
service is the amount he pays on his electric bill. That bill will be higher than 
what the cooperative needs for operating expenses—it will be high enough to 
provide the cooperative with revenues with which to maintain necessary reserves 
and to pay the Government’s loans, revenues which the cooperative must have if 
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it is to stay in business. The amount paid by the patron in excess of the co- 
operative’s operating expenses—the net margin—will be credited to the patron 
on the cooperative’s books and the patron will be notified of this credit. The 
cooperative will use these excess payments—but, as stated above, only for 
proper and necessary cooperative purposes. It can earn no prefits. 

The cooperative “owes” the amount of this excess payment to the patron, but 
it is a completely contingent type of indebtedness. If, as and when the coopera- 
tive has, in the sound discretion of its directors and in compliance with the re- 
quirements of the mortgage it has given to the Government as security for the 
Government’s loan to it, money which is not needed by the cooperative, that 
money will be paid to the cooperative’s patrons in repayment of their previous 
“excess” payments to the cooperative. Or, if the cooperative is liquidated, and 
money remains after the payment of all of the other obligations of the coopera- 
tive, this remainder will be applied on account of these “excess” payments. 

Until one of these events occurs, the rural electric cooperative patron gets 
nothing that has any market value and he can do nothing about it. Paren- 
thetically, it should be noted that it is essential that the patron not be permitted 
to do anything about it, because if he could—if he could compel payment to 
him of his part of the net margin when he wanted it—it would destroy the co- 
operative and prevent repayment of the Government’s loans. 


CONCLUSION 


Therefore—because the actual “out of pocket” cost to the rural electric 
cooperative patron is what he pays on his monthly electric bill because he does 
not in fact receive anything of present value at the time allocations are made 
to him on account of his patronage—because he is charged only what is 
absolutely necessary for the successful operation of the cooperative and this 
is no profit to the cooperative, because the rural electrification program is 
essential to the economy and well-being of rural America as well as of the 
country as a whole, because any additional tax burden placed upon the rural 
electric cooperative or its patrons would jeopardize the continued operation 
of many rural electric cooperatives and the repayment of their loans to the 
Government—it is submitted that any taxation of rural electric cooperative 
patrons on fictitious income would be unrealistic, unfair and destructive. The 
present tax laws and regulations should be left untouched, insofar as they apply 
to rural electric cooperatives and their patrons. 


STATEMENT OF JOHN M. DAHL, TREASURER, J. R. StmprLor Co., Boise, IDAHO, 
REGARDING THE TAXATION OF COOPERATIVES 


Mr. Chairman and members of the committee: This statement has been pre- 
pared for presentation to the House Committee on Ways and Means by John 
M. Dahl, treasurer, J. R. Simplot Co., Boise, Idaho. The J. R. Simplot Co. 
is a Nevada corporation with principal offices located in Boise, Idaho, and the 
principal businesses of the J. R. Simplot Co. include: 


(1) The mining of phosphate rock and the manufacture of super- 
phosphate fertilizer which is distributed throughout the Intermountain 
West; 

(2) The procurement and processing of potatoes into frozen potato 
products, and also into dehydrated potato products, for distribution nation- 
wide; and 

(3) The procurement of timber, and the milling and finishing into lumber 


and millwork, for distribution principally into areas west of the Mississippi 
River. 


In our company operations we come into direct contact with cooperatives 
operating throughout the Intermountain West, both on a grower-processor level 
related to the procurement and processing of fruits and vegetables, where 
association members as growers divert their products to the cooperative-con- 
trolled processing plant for later distribution to the commercial trade, and (2) 
the manufacturer-distributor level related to the phosphate fertilizer side of our 
business where we come in direct contact with cooperatives who are mining 
phosphate rock and processing such phosphate rock into fertilizers for sale 
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within the Intermountain West and the Central States, such sales being made 
directly to their own farm members and to others. 

On the corporate level, the J. R. Simplot Co. is forced to compete for capital 
dollars with the cooperatives who are able to retain all of their earnings tax 
free for expansion purposes. As a corporation, the J. R. Simplot Co. pays 
Federal income taxes at the 52 percent level, which leaves a retained earnings 
of only 48 percent of profits. This portion of retained earnings is then used to 
provide for capital expansion, debt retirement, and the payment of dividends. 
The cooperative, on the other hand, is presently permitted to retain up to 100 
percent of its earnings tax free, so that 100 percent of their net earnings can be 
used for capital expansion and other capital uses, and if it so desires, no amount 
need be paid by the cooperative to its association members in any year. 

The J. R. Simplot Co will take no issue with the functions of cooperatives, as 
such pertain to true cooperative associations. Certain of these, such as grower- 
marketing associations have their places in our economy. However, the co- 
operative associations have expanded far afield into operations such as mining, 
manufacturing, food processing, and many others, that are basically industrial 
in nature and which require vast expenditures of funds for plant and machinery 
and equipment. These funds have been provided by the retention of funds in 
the cooperatives which are not subject to taxation. Compare here two com- 
panies, one a cooperative and the other a corporation, each having income of 
$1 million. The cooperative, by making no distribution to members, could in- 
vest the entire $1 million for plant expansion. The corporation, being taxed at 
52 percent, would retain only $480,000 for plant expansion, payment of debt, etc. 

The J. R. Simplot Co. would propose that that portion of the operations of a 
cooperative that are basically industrial in nature, i.e., competing directly with 
industrial corporations for materials, services, and market, should be subject to 
Federal income tax laws and regulations in the same manner as corporations. 
The approach to this concept of taxation would involve the segregation of the 
operation of a cooperative as between (1) those determined to represent a true 
cooperative association such as agricultural grower-marketing associations, and 
(2) those determined to be principally industrial in nature, such as mining, 
manufacturing, processing of food products, etc. We believe that such a segre- 
gation would not be difficult to make, in determining an acceptable cut-off point. 
To reach benefits derived from the extractive industries, sections of the present 
code can easily be utilized. A definition of mining could be based on the provi- 
sions under which a deduction for depletion is currently allowable. Defining 
“manufacturing and processing activities” is not difficult either. The definition 
in the regulations under the manufacturer’s excise tax can serve as a starting 
point. After an acceptable cut-off point has been determined, then the coopera- 
tive net earnings could be allocated to the various phases of the business and 
principally between operations shown as items (1) and (2) above. The true 
cooperative earnings (item (1) above) should be paid out and taxed annually 
to the patrons at the individual tax rates in effect. The patrons could then 
reinvest their available funds in securities of the cooperative. However, the 
portion of earnings attributable to the industrial-type operations should be taxed 
to the cooperative annually at the then existing corporate tax rates, the same as 
other industrial corporations. The net retained earnings from industrial type 
operations could then be credited out to members and cash distributions or 
participation certificates could be issued to members as per required. This 
procedure would tend to place the industrial operations of the cooperative on 
equal footing with the corporation as to retention of capital for expansion, debt 
retirement, etc. An example of this method follows: 


1 | — 
| Coope rative | Industrial | Total 
income | income 
| 


| | 
Wet Daenee ett DRI sinc cn cin tds ccmeesictseceommnunets $500, 000 | $500, 000 $1, 000, 000 
Distributed (500, 000) | (500, 000) 
po ee pniiatnenidicetendain ea (260, — (260, 000) 





Net retained : | 240, 000 | 240, 000° 
Reinvested by members... ................-..-.-. spiniasiaiabescuaaineaia | 400, 000 | OY to 400, 000 
Available funds_.......- ivsidnddeesviidueaee | 400, 000 | 240, 000 | LF ill 000. 
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Any cash distributions of net industrial income would go to members tax 
free as a return of capital. Repayment on securities would of course be tax 
free to recipient. 

As an alternative proposal, the J. R. Simplot Co. feels that all cooperative 
income should be subject to taxation annually, either at the cooperative level 
or at the patron level. We do not propose that the patrons be subjected to the 
double taxation feature found in the present tax law as to taxation of the 
corporation income and taxation of dividends to stockholders. Rather, we 
would recommend that cooperative earnings that are not distributed in cash or 
its equivalent would be taxable to the cooperative in the year earned, at the 
existing corporate rates. On the other hand, such cooperative earnings as are 
distributed in cash, or its equivalent, would be taxable to the patrons annually 
at existing individual tax rates. Distributions in the form of paper without a 
fixed maturity date or fixed obligation to pay should be taxable to the recipient 
if he has consented both to that type of distribution by the cooperative and to 
having its stated value treated as cash in hand for tax purposes. Where cash 
or paper is taxable to the patron, it would not be taxable to the cooperative. 
Any cash payments by the cooperative at a later date out of prior years’ net 
retained earnings would go to patrons tax free. The patrons should be per- 
mitted to reinvest their excess funds in stock or other securities of the co- 
operative. An example of the above-desired taxation base would be: Assume 
that a cooperative having an annual income of $1 million distributed 50 percent, 
or $500,000, to its members and retained 50 percent, or $500,000. The 
individual members would be taxed on the distributed $500,000 at their indi- 
vidal rates. The cooperative would pay income tax on the retained $500,000 
at the corporation rate of 52 percent, and the balance of 48 percent ($240,000) 
would be credited to the member accounts so that it could be distributed at some 
future date tax free to the stockholder members. The cooperative would then 
have available the 48 percent, or $240,000, for plant expansion, plus any funds 
reinvested by the members. 

We realize that a change in the method of taxation of cooperatives presents 
many basic problems due to the historical growth of such organizations and to 
prior taxation attitudes. The present trend of such cooperatives into industrial 
fields requiring the expenditures of large sums of money for plant and equipment 
points up to the definite advantages enjoyed by the cooperatives in being able, 
under present tax laws, to retain their earnings practically tax free. 


CHICAGO, ILL., Jan. 19, 1960. 


Hon. Wisur D. Mitts, Chairman, House Ways and Means Committee, 
Wash., D.C.: 


May we call your attention to an article in the January 18 issue of U.S. 
News & World Report entitled “New Ideas for a Revolution in Taxes” by 
Dan Throop Smith, former special assistant to Secretary of the Treasury 
in charge of tax policy. 

“The present tax treatment of cooperatives gives them an altogether un- 
justified advantage over their fully taxable competitors. Cooperatives are 
no longer small organizations for joint action by a group of neighbors. They 
are large business concerns forcing taxpaying companies out of business in 
many lines of industry because of their ability to retain all earnings tax free 
indefinitely. 

“Under a series of court decisions, both the cooperatives and their mem- 
bers can be exempt from tax indefinitely if the right sort of certificates of 
beneficial interest are issued to members. 

“The appropriate change in the law would be to tax cooperatives at corpo- 
rate rates on all net retained earnings. This would still give them a great 
tax advantage over other business in permitting deductions for cash distribu- 
tions of profits to members in computing the cooperatives’ taxable income. 
But it would give equal treatment on retained earnings for expansion, 
thereby removing the most unfair part of the tax discrimination against 
ordinary business.” 

Reports received by this office indicate that an addional half to one billion 
dollars in new tax money could be received if cooperatives were taxed on 
the same basis as independent businesses. 
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We earnestly request your serious consideration of revising the present 
tax structure as it applies to the present tax-free cooperatives. 


S. M. Van Kirk, 
General Manager, National Building Material Distributors Assn. 


CLEVELAND OHIO February 1, 1960. 
Hon. WILBUR MILLS, 


Committee on Ways and Means, 
House Office Building, Washington, D.C.: 


Permit us to present resolution on tax preference treatment of cooperatives as 
passed by our board of trustees. Since cooperatives are allowed nonpayment of 
taxes on dividends credited on their records or on I O U’s or similar distribu- 
tions of profits to their members: Resolved, That the laws on co-ops should be 
rewritten to tax cooperatives on their profits the same as all other business are 
taxed in order to equalize the unfair competitive tax advantages of cooperatives. 


SMALLER BUSINESS OF AMERICA, INC., 
S. R. CHRISTOPHERSEN, 
Executive Vice President. 

(The committee is in receipt of numerous communications from 
various individuals on the subject under consideration. These com- 
munications express various points of view but do not include specific 
proposals (other than general statements) which would be helpful to 
the committee. The communications are included in the files of the 
committee for such consideration as is appropriate at the proper time 
and are not being included in this record, since to do so would encum- 
ber the record with a large number of essentially duplicate or similar 
communications. ) 

(Whereupon, at 12:35 p.m., the committee adjourned, to reconvene 
at 10 a.m., Tuesday, February 9, 1960.) 


Xx 





